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(1)

EXAMINING THE ROLE OF CREDIT RATING
AGENCIES IN THE CAPITAL MARKETS

TUESDAY, FEBRUARY 8, 2005

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,

Washington, DC.
The Committee met at 10 a.m., in room SD–538, Dirksen Senate

Office Building, Senator Richard C. Shelby (Chairman of the Com-
mittee) presiding.

OPENING STATEMENT OF CHAIRMAN RICHARD C. SHELBY
Chairman SHELBY. The hearing shall come to order.
Since their inception nearly a century ago, credit rating agencies

have come to occupy a prominent role as gatekeepers to the capital
markets. These entities wield extraordinary power in the market-
place, and their ratings affect an issuer’s access to capital, the
structure of transactions, and portfolio investment decisions. A
high rating effectively serves as a ‘‘seal of approval’’ that can save
an issuer millions of dollars in interest payments. Conversely, a
low rating or a ratings downgrade can trigger a sell-off of an
issuer’s stock and a drop in its bond prices, while making future
financing more expensive.

As new corporate and municipal issuers seek to access an in-
creasingly global market and as issuers develop innovative and
complex financial products, there is every reason to expect that the
importance and influence of credit rating agencies will continue to
grow. Given investors’ reliance on these agencies, I believe that it
is important for this Committee to carefully examine the industry,
the ratings process, and the regulatory landscape.

In 1975, the SEC began using the designation of a ‘‘Nationally
Recognized Statistical Rating Organization,’’ or ‘‘NRSRO,’’ for the
purpose of determining the appropriate amount of capital that a
broker must hold to protect against trading losses. Although the
SEC initially created this designation for a narrow purpose in the
‘‘Net Capital Rule’’ that applies to broker-dealers, the designation
now serves as a universally accepted benchmark for investment
quality, and has been used in legislation, various regulations, and
financial contracts.

Some contend that the NRSRO designation has evolved into a
quasi-official stamp of market credibility that acts as a barrier to
entry. Although there are approximately 150 credit rating firms
worldwide, there are only four firms with the designation. Not sur-
prisingly, revenues are concentrated in the firms with the designa-
tion. Moody’s, S&P, and Fitch represent 95 percent of the market
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share. Some assert that the SEC has effectively granted these com-
panies a franchise and that meaningful competition is nearly im-
possible without the designation. There seems to be a ‘‘catch–22’’
because a firm cannot compete nationally without the NRSRO des-
ignation, but it cannot obtain the designation without a national
reputation in the first instance. Understanding the level of com-
petition in this industry and the impact of the NRSRO designation
is an important element of this Committee’s inquiry.

We will also examine the SEC’s role in regulating the industry.
The SEC has never adopted a formal approval process or promul-
gated official recognition criteria for obtaining the NRSRO designa-
tion. Instead, the SEC makes determinations on a case-by-case
basis that leads many to question the transparency and fairness of
the entire approval process. Further, once the SEC grants the des-
ignation, it does not maintain any form of ongoing oversight. Some
believe that there is a misperception in the market that NRSRO’s
are regulated because they initially received the SEC’s stamp of ap-
proval. We will evaluate the SEC’s authority and regulatory actions
concerning the industry and consider whether additional oversight
is necessary. In the coming months, we will ask Chairman Donald-
son to appear before this Committee to address these particular
issues.

Further, we will review the structure and operation of the rating
agencies. Some have raised concerns regarding the transparency of
the ratings process and the information that rating agencies make
available to issuers and the public at-large. Typically, rating agen-
cies do not disclose their methodologies and analysis for deter-
mining a particular rating, identify the information they reviewed
in making a rating, or disclose the qualifications of the lead ana-
lyst. This lack of transparency leads some to question the reli-
ability and credibility of ratings and whether the ratings process is
too subjective. Some contend that the marketplace needs to more
fully understand the reasoning behind a ratings decision and the
information on which it is based.

Finally, we will address the potential for conflicts in this indus-
try. Too often, this Committee has held hearings on industry prac-
tices where corporate insiders exploit conflicts that ultimately hurt
investors. In the ratings industry, most agencies rely on payments
from the issuers that they rate. Some suggest that there may be
a strong incentive for ratings inflation. This situation is reminis-
cent of the analyst independence charges that were the focus of the
Global Settlement. A second potential conflict involves the sale of
consulting and advisory services by rating agencies to their ratings
clients. This practice is analogous to an auditor’s sale of consulting
services to an audit client: A conflict that was a focal point of the
Sarbanes-Oxley Act. The underlying concern is that these conflicts
could undermine the independent and objective status of rating
agencies and their ratings, leading investors to make important in-
vestment decisions based on compromised ratings.

To discuss these important issues with us this morning, we have
a panel of leading industry participants: Ms. Kathleen Corbet,
President, Standard & Poor’s; Mr. Sean Egan, Managing Director,
Egan-Jones Ratings Company; Mr. Micah Green, President, Bond
Market Association; Mr. Yasuhiro Harada, Executive Vice Presi-
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dent, Rating & Investment Information, Inc.; Mr. Stephen Joynt,
President and Chief Executive Officer, Fitch Ratings; Mr. James
Kaitz, President and Chief Executive Officer, Association for Fi-
nance Professionals; and Mr. Raymond McDaniel, Jr., President
and Chief Operating Officer, Moody’s Investors Services, Inc.

Each witness will have the opportunity here to make a short
opening statement. Given the number of witnesses this morning, I
would ask you to limit your statement to no more than 5 minutes,
and I look forward to your testimony.

Senator Sarbanes.

STATEMENT OF SENATOR PAUL S. SARBANES

Senator SARBANES. Thank you very much, Mr. Chairman. I want
to commend you for holding this hearing. During the past two Con-
gresses, this Committee has undertaken continuous review of the
securities markets and sought to respond to problems which have
occurred in those markets. Today, under your leadership, we re-
sume this very important oversight function.

Credit rating agencies have played an important role in the cap-
ital markets for almost a century by providing analytic opinions to
investors on the ability and willingness of issuers to make timely
payments on debt instruments over the life of those instruments.
Issuers pay for the ratings in order to lower the cost of and in-
crease their access to capital. Investors trust the agencies’ impar-
tiality and quality, and rely on these ratings. The SEC created the
designation of Nationally Recognized Statistical Rating Organiza-
tion, NRSRO, which it applies to only four agencies, and many in-
stitutional investors buy only debt rated by a NRSRO.

In recent years, concerns have been raised about the industry. In
late 2001, the major credit rating agencies maintained an invest-
ment grade rating on Enron debt after its major financial restate-
ments and up until 4 days before Enron’s declared bankruptcy. As
a result, as Business Week reported, there was ‘‘a barrage of criti-
cism that raters should have uncovered the problem sooner at
Enron, WorldCom, and other corporate disasters.’’

This subject was raised during hearings before this Committee,
as well as before the Senate Governmental Affairs Committee. Sec-
tion 702 of the Sarbanes-Oxley Act, a section on which Senator
Bunning provided important leadership, directed the SEC to study
the role and function of credit rating agencies. The SEC issued a
report in compliance with that requirement and, in June 2003,
published a concept release on which they have received public
comments. I understand the SEC is continuing its analysis of the
issues. It has not yet proposed a course of action.

Questions have been raised about the Federal regulation of credit
rating agencies. James A. Kaitz, a witness today, who is President
and CEO of the Association for Financial Professionals, has said,
‘‘Here we have a huge issue that has a significant impact on the
U.S. economy and the global economy, and nobody seems to be pay-
ing attention.’’

Well, Mr. Chairman, you are paying attention and this Com-
mittee is paying attention. Today’s hearing gives us an opportunity
to hear testimony from the industry on issues that have been
raised both in the concept release of the SEC and in the press, in-
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cluding: The extent of the SEC’s authority to regulate, examine, or
imposed requirements on Nationally Recognized Statistical Rating
Organizations; whether the NRSRO recognition process should be
more transparent; conflicts of interest that arise because rating
agencies are paid by and sell consulting services to the issuers they
rate; the influence of issuers on the ratings they receive; alleged
anticompetitive processes; corporate governance and the potential
for conflicts of interest when the director of a rating agency also
sits on the board of an issuer that is rated; and analyst compensa-
tion. And obviously there are many others as well.

Mr. Chairman, I look forward to hearing the testimony of the
witnesses this morning. You have assembled a very good panel,
and I look forward to hearing testimony from the SEC and Chair-
man Donaldson on a future occasion.

Thank you.
Chairman SHELBY. Thank you.
Senator Sununu.

STATEMENT OF SENATOR JOHN E. SUNUNU

Senator SUNUNU. Thank you, Mr. Chairman. I am anxious to
hear the testimony of the panel. I do not know a great deal about
this industry, but anytime you have an industry where two firms
comprise 80-percent market share, I think it is safe to say that
there probably has not been enormous motivation or incentive for
dramatic changes. And I think a lot of the issues raised by the
Chairman and Ranking Member attest to that. So this will be not
only an opportunity for further education of our Members, but also
to understand how and why certain decisions are made at the rat-
ing agencies regarding not just firms that are out there competing
in the private equity and bond markets, but also some of the recent
decisions to speak out on legislation that is before this Committee.

So, I anxiously await the testimony. Thank you.
Chairman SHELBY. Senator Reed.

STATEMENT OF SENATOR JACK REED

Senator REED. Mr. Chairman, thank you for holding these hear-
ings, and I am, like my colleague from New Hampshire, eager to
listen to the witnesses. And you have assembled a very good group
of witnesses today.

Thank you, Mr. Chairman.
Chairman SHELBY. Senator Martinez.

COMMEMTS OF SENATOR MEL MARTINEZ

Senator MARTINEZ. Thank you very much. I appreciate your hold-
ing the hearing and look forward to the witnesses’ testimony. I
have had a little experience in the rating world with municipal
credit, but I look forward to learning more and hearing the wit-
nesses.

Thank you.
Chairman SHELBY. Senator Dodd.

STATEMENT OF SENATOR CHRISTOPHER J. DODD

Senator DODD. Thank you, Mr. Chairman, and let me commend
you and Senator Sarbanes. This is a tremendously important hear-
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ing, and you just cannot overstate the importance that these credit
agencies have on capital markets. And the Good Housekeeping Seal
of Approval that the SEC gives, whether intended or not, has huge
implications. So this is very important, and I am very grateful to
you for holding it.

Let me associate myself with your remarks and the remarks of
Senator Sarbanes as well. Thank you.

Chairman SHELBY. Ms. Corbet, we will start with you, if you will
sum up your testimony. All of your written testimony will be made
part of the record in its entirety, if you will just sum up your top
points.

STATEMENT OF KATHLEEN A. CORBET
PRESIDENT, STANDARD & POOR’S

Ms. CORBET. Thank you. Mr. Chairman, Members of the Com-
mittee, good morning. I am Kathleen Corbet, President of Standard
& Poor’s, and I welcome the opportunity to appear at this hearing
to discuss the important role of credit rating agencies, such as S&P
Ratings Services, in the capital markets. This morning I will briefly
focus my remarks on three topics: First, our ongoing initiatives to
safeguard the independence, integrity, and transparency of our rat-
ings process; second, our management of potential conflicts of inter-
est; and, third, our support for greater transparency in the SEC’s
NRSRO designation process and for the reduction of regulatory
barriers to entry in the credit rating industry.

As background, a credit rating is our opinion of the creditworthi-
ness of an issuer or of a specific issue. Unlike equity analysis, a
credit rating is not a recommendation to buy, hold, or sell a par-
ticular security. Credit ratings have provided benchmarks for
issuers and investors around the world, facilitating efficient capital
raising and the growth of new markets. S&P also publishes credit
research on new markets and new asset classes; and it is through
this process that there is more information, a wider array of tools
for understanding credit, and far greater transparency in the mar-
ketplace today.

At S&P, independence, transparency, and quality have been the
cornerstones of our business for nearly a century, and they have
driven our longstanding track record of analytical excellence and
effectiveness in alerting the market to both deterioration and im-
provements in credit quality.

The unprecedented corporate misconduct that has been revealed
in recent years has resulted in constructive responses by market
participants, including S&P. Many of these cases have involved
issuer fraud. In Enron, for example, key personnel have expressly
admitted their role in deliberately misleading S&P and other rat-
ing agencies.

While we believe that the credit rating system works effectively,
we have, consistent with our tradition of self-evaluation, reviewed
our ratings process from top to bottom in order to ensure that rat-
ings are responsive to evolving market needs. We have also taken
a number of actions as part of this effort, including updating our
policies and procedures and aggregating them in a newly published
Code of Practices and Procedures, which is publicly available on
our website. Among the other measures described in my written
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testimony, we have added specialized forensic accounting expertise
and expanded the scope of our published commentary.

We have had a longstanding commitment to ensuring that any
potential conflicts of interest do not compromise our analytical
independence. Our code contains a significant number of policies,
procedures, and structural safeguards.

For decades, issuers have generally paid for our rating opinions,
and these opinions have been published for the benefit of all inves-
tors and the public without cost.

Numerous market participants, including the great majority of
witnesses before the SEC and IOSCO, as well as economists at the
Federal Reserve Board, have reached the same conclusion: There
is no evidence that the issuer-paid model undermines the objec-
tivity of these ratings.

Indeed, the value of our ratings lies in their objectivity and inde-
pendence; without these essential attributes, our rating opinions
would cease to be credible.

As the Committee is aware, the SEC developed the NRSRO des-
ignation in 1975, and S&P Ratings Services is one of four credit
rating agencies designated by the Commission. As you also know,
the Commission is currently in the process of reviewing this system
and considering possible changes. We support greater transparency
in the designation criteria and the reduction of regulatory barriers
to entry into the credit rating industry.

The Commission is also considering whether and to what extent
it should engage in enhanced regulatory oversight if the designa-
tion system is retained. And as we have expressed to the Commis-
sion, we believe that it is imperative to avoid overly intrusive Gov-
ernment supervision of credit rating agencies, particularly super-
vision that may suggest a substantive role for Government in the
ratings process itself.

Let me conclude by saying that independence and objectivity are
critical to the effectiveness of the credit rating agencies in serving
the marketplace and the investing public, and great care should be
taken to ensure that the principles and the structures that have so
greatly benefited the market are not compromised.

Thank you for the opportunity to participate in this hearing. I
look forward to your questions, comments, and the ensuing discus-
sion.

Chairman SHELBY. Mr. Egan.

STATEMENT OF SEAN J. EGAN

MANAGING DIRECTOR, EGAN-JONES RATINGS COMPANY

Mr. EGAN. Thank you. Chairman Shelby, Members of the Com-
mittee, good morning. I am Sean Egan, Managing Director of Egan-
Jones Ratings Company, a credit rating firm. By way of back-
ground, I am co-founder of Egan-Jones, which was established to
provide timely, accurate credit ratings to institutional investors.
Our firm differs significantly from other rating agencies in that we
have distinguished ourselves by providing timely, accurate ratings
and we are not paid by issuers of debt, which we view as a signifi-
cant conflict of interest. Instead, we are paid by approximately 400
firms consisting mainly of institutional investors and broker-deal-
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ers. We are based in Philadelphia, Pennsylvania, although we have
employees throughout the world.

The rating industry is in crisis. At a time when the capital mar-
kets have become increasingly reliant on credit ratings, the rating
industry is suffering from a state that is hard to characterize as
anything other than dysfunctional. The problems are:

One, severe consolidation. The Department of Justice personnel
referred to the industry as a ‘‘partner monopoly’’ since S&P and
Moody’s control over 90 percent of the revenues and do not compete
against each other for the two ratings which are normally required.
This is important. They do not compete against each other.

Chairman SHELBY. Explain.
Mr. EGAN. What I mean by that is that if S&P is brought into

a transaction, Moody’s is soon to follow, so they both get paid for
the issuance of bonds. That is a key difference. Everyone refers to
this as an oligopoly. It is not an oligopoly if you just look at 90 per-
cent of the revenues. It is a partner monopoly.

Number two, severe conflicts of interest. Issuers’ payment for
ratings create conflicts of interest that are similar to those experi-
enced by the equity research analysts.

Number three, freedom of speech defense. There is no downside
to bad rating calls by the two dominant firms. Basically there is
no place else for the issuers to go.

Manifestations of the flawed structure are:
Failure to warn investors about credit problems such as Enron,

the California utilities, WorldCom, Global Crossing, AT&T Canada,
and Parmalat. Enron was rated investment grade by the NRSRO’s
4 days before bankruptcy. The California utilities were rated A
minus 2 weeks before defaulting. And WorldCom was rated invest-
ment grade 3 months before filing for bankruptcy. Parmalat was
rated investment grade 45 days before filing for bankruptcy.

Chairman SHELBY. What was Parmalat rated before bankruptcy?
Mr. EGAN. I think it was rated BBB minus, and I can confirm

that later.
Chairman SHELBY. Who issued that rating?
Mr. EGAN. S&P. Moody’s was not involved in it.
Losses from the Enron and WorldCom failures alone were in ex-

cess of $100 billion—some people have estimated it at $200 bil-
lion—thousands of jobs, and the evaporation of pensions for thou-
sands. It is likely that some of these failures could have been
avoided had the problems been identified and addressed sooner.
This is basically the ‘‘nail in time saves nine’’ concept. Enron was
left with only Dynergy as an acquirer by the time the alarm was
sounded.

Another problem in the industry is under-rating credits. Firms
such as Nextel, American Tower, and Tyssenkrupp were assigned
credit ratings which were too low, thereby significantly increasing
their cost of capital and restricting growth.

Another problem with the industry is insider trading. CitiGroup
and probably other institutions were given advance information
about the Enron downgrade. Additionally, S&P and Moody’s re-
quest advance information about transactions and other major
events which creates opportunities for insider trading. S&P analyst
Rick Marano and his associates traded on confidential information
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relating to the acquisition of ReliaStar and American General, two
insurance companies.

Another problem is investor fraud. The NRSRO firms pulled
their ratings on an Allied Signal entity so Allied could repurchase
the debt more cheaply. This is outrageous.

Another problem is issuers coercion, forcing issuers to pay rating
fees. There is a Washington Post article elaborating on Hanover
Re’s experience.

Two other problems are punishment ratings—we have that in
the municipal area—and expansion of the monopoly. S&P and
Moody’s are getting into corporate debt ratings, governance ratings,
and also consulting.

You will hear today that the rating agencies were misled by
Enron and the others. They have defenses for why they did not
take action.

The first defense is basically ‘‘they did not tell us’’ that is, it was
an issuer misdeed.

The second one is the Jack Grubman defense, that they have lit-
tle incentive for not taking action since they are a relatively little
portion of the overall revenue base.

The next one is the Arthur Andersen defense: Our reputation is
key. We do not buy that.

The next defense is the committee approach. We refer to that as
the Lemming defense.

There are a few others, too.
What we recommend in this industry is to recognize some rating

firms that have succeeded in providing timely, accurate ratings.
Number two, wean the rating firms from issuer compensation. It

is fine that S&P and Moody’s get paid for their analysis, but the
SEC should not give them their seal of approval if they have a con-
flict of interest.

Also, adopt the Code of Standard Practices for Participants in the
Credit Rating Process issued by the ACT, AFP, and AFTE—you
will hear that later today on this.

Also, prohibit rating firms from obtaining insider information.
The last thing is sever the ties between rating firm personnel

and issuers and dealers. Moody’s Chairman was sitting on—this is
outrageous—WorldCom’s board basically 6 months before the bank-
ruptcy.

I have some additional comments, and you can refer to the writ-
ten material. Thank you for your time.

Chairman SHELBY. Mr. Green.

STATEMENT OF MICAH S. GREEN
PRESIDENT, BOND MARKET ASSOCIATION

Mr. GREEN. Thank you, Chairman Shelby and Members of the
Committee, for the opportunity to testify today on credit rating
agencies.

My name is Micah Green. I am President of the Bond Market As-
sociation. As you know, the Association represents securities firms
and banks that underwrite, distribute, and trade debt securities in
the United States and internationally—a global market that is esti-
mated at about $44 trillion today. Our efforts include outreach to
retail investors as well, among other things through our family of
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* Held in Committee files.

websites. Last week, in fact, we launched a new version of our
Investinginbonds.com website which offers a wide range of investor
education information, and for the first time ever real-time bond
price information—which, frankly, this Committee deserves a great
deal of credit for—that is free to any user on the site. And an im-
portant element included in that investor education material is the
credit rating attached to the bond.

The past 15 years have seen dramatic growth in the number of
issuers and the range and complexity of fixed-income securities.
The importance of credit ratings to investors and other securities
market participants has increased proportionally. Rating agencies
are critical to the efficient functioning of the fixed-income markets.

What credit rating agencies do is offer an opinion, known in the
market as a rating, the credit risk of a bond. The credit rating
process employs both quantitative and subjective judgment. Factors
such as a security’s yield, maturity, call features, and covenants
specific to a bond can be objectively determined from the issuer’s
mandated disclosure. Independent analysis of an issuer’s credit
quality, however, involves individual judgments of professional
credit analysts. It is a valuable complement to an investor’s own
credit analysis precisely because it is independent.

As Chairman Shelby correctly pointed out earlier, credit ratings
also guide the market’s pricing decisions. Bonds with lower ratings
are viewed as riskier than higher-rated bonds by investors who de-
mand a yield premium as compensation. Conversely, higher-rated
bonds will offer a relatively lower yield as a reflection of their
stronger credit standing.

In order for credit ratings to have credibility as a pricing guide,
rating agencies must be viewed by the market as independent. Re-
cently, regulators in the United States and in Europe have stepped
up their focus on rating agencies and question the need to make
changes in the current approach to regulatory oversight. In 2003,
the SEC issued a concept release intended to draw a response on
several rating agency-related issues.

Last year, the International Organization of Securities regu-
lators, commonly known as IOSCO, drafted a comprehensive Code
of Conduct for rating agencies. Currently, the European Commis-
sion has requested public comment on whether to develop rating
agency regulation.

The Association’s response to these initiatives in both the United
States and in Europe is fundamentally the same. We have attached
our comment letters on the subject as part of our written testi-
mony.* While those are detailed in the written testimony, I will
briefly summarize those positions.

We believe that the criteria adopted by regulators for approving
designated rating agencies should be flexible enough to allow in-
creased competition, while ensuring that designated rating agen-
cies have the expertise to produce accurate ratings. In the United
States, we favor eliminating the current requirement that a rating
agency be widely recognized rather than accepted in a defined sec-
tor of the market, either by product or by geographic specialization.
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We believe credit rating agencies should have policies and proce-
dures to ensure the independence of the credit rating process. In
fact, the IOSCO Code of Ethics details a number of different meas-
ures that can be taken by the rating agencies to deal with many
of those inherent conflicts. Again, it is about managing those con-
flicts. A good example of how this can be done can be seen by the
Bond Market Association’s own comprehensive guiding principles
on research in the fixed-income marketplace. In the aftermath of
the settlement in the equity marketplace, our members believed
that they needed to come up with a very tough, very comprehensive
way of managing those conflicts, and our guiding principles pro-
vided that.

We believe that credit rating agencies should publish their rating
methodologies for various types of securities so that both issuers
and users will understand the agencies’ requirements and stand-
ards, and so that different rating analysts in the same agency will
produce consistent ratings.

We do not believe that regulation of the credit rating process is
necessary or desirable, since Government regulation would tend to
result in less diversity of opinion and would be less responsive to
the changing marketplace and new product developments.

We believe issuers should be given an opportunity to correct fac-
tual misstatements in rating agency reports, but not to appeal rat-
ing designations outside the rating agency. This should not be a
lobbied rating agency. It should not be a subjective influence from
the outside. It should be an objective independent rating.

We believe rating agencies should publish information on the his-
torical accuracy of their rating assessments.

In conclusion, as the capital markets develop and mature glob-
ally, the need for a measured approach by regulators toward the
conduct of rating agencies grows in importance. The Association
does support those actions by regulators that we believe will help
enhance competition among rating agencies. We do not support
steps that would limit the independence of rating agencies to deter-
mine their opinions of the creditworthiness of issuers. This would
make the fixed-income markets less efficient, ultimately harming
investors, issuers, dealers, and regulators.

Again, thank you for the opportunity to testify. I look forward to
answering any questions that you have.

Chairman SHELBY. Mr. Harada.

STATEMENT OF YASUHIRO HARADA
EXECUTIVE VICE PRESIDENT,

RATING AND INVESTMENT INFORMATION, INC.

Mr. HARADA. Thank you, Chairman Shelby, Ranking Member
Sarbanes, and Members of the Senate Banking Committee, for your
kind invitation to present testimony at today’s hearing. My name
is Yasuhiro Harada. I am the Executive Vice President of Rating
and Investment Information, Inc., a Japanese rating company.

We are very pleased to offer our thoughts on this topic as well
as some more specific information about the challenges faced by
our company as we have sought to clear the hurdles necessary to
become a new competitor in the U.S. market. Even though our
company is the most recognized credit rating agency in Japan and
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the broader Asian markets, obtaining designation in the United
States as a national recognized statistical rating organization has
been an exercise in delay and disappointment.

R&I is a respected independent source of financial information
for the overwhelming majority of United States broker-dealers and
financial institutions that conduct operations in Japan. Market
participants particularly appreciate that R&I calculates and pub-
lishes a default ratio based on a 27-year record which indicates the
probability that an issuer that has been given a publicly released
rating will fall into default within that given period of time. Our
company’s ratings are regularly announced and published by the
leading financial electronic and print media in Japan, and in the
United States as well.

In order to compete effectively in the U.S. market, a designation
by the SEC as a NRSRO is a critical factor. From a procedural
standpoint, the problem is that the NRSRO application process has
little regulatory structure and no established timetables for agency
decisionmaking. The substantive problem for us is the entry barrier
presented by the SEC requirement that a new NRSRO be ‘‘nation-
ally recognized’’ by the predominant users of such ratings in the
United States before it can gain such a designation to enter the
U.S. market. As Chairman Shelby indicated, this is a circular test.
It was precisely this circular standard which the Antitrust Division
of the U.S. Department of Justice singled out in 1998 as likely to
preclude new competitors in this credit rating market. Moreover,
concern about the lack of new competitors in this market led the
Justice Department to recommend to the SEC in 1998 that NRSRO
designation be specifically awarded to some foreign rating agencies.

For over a decade, our company, R&I, and its predecessors have
engaged in an effort to receive NRSRO designation. In 2002, R&I
submitted an amended request for NRSRO designation that was
limited in scope in that R&I sshould be recognized as an NRSRO
solely with respect to yen-denominated securities. Such recognition
on a limited basis is considered appropriate if a rating agency can
demonstrate that it possesses unique expertise in rating particular
securities, or securities of a particular currency denomination.

R&I is well-qualified to contribute to the flow of information and
expert analysis so valuable to U.S. investors and issuers. Therefore,
the lack of progress on our company’s application harms both R&I
and investors. If allowed to enter the market, U.S. investors, espe-
cially institution investors such as life insurance companies, would
benefit from having an additional source of proven credit analyses
and U.S. issuers benefit from having more providers of rating serv-
ices in the Samurai bond market.

Without the NRSRO designation, we operate at a competitive
disadvantage every day under the current regulatory scheme. Until
such time as a new regulatory scheme is implemented with respect
to credit rating agencies, we respectfully suggest the SEC should
be focusing on approving qualified NRSRO’s. We encourage the
Committee to advise the SEC not to neglect pending NRSRO appli-
cations nor require such applicants to await further rulemaking
prior to approval.

Thank you for the opportunity to present these views.
Chairman SHELBY. Mr. Joynt.
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STATEMENT OF STEPHEN W. JOYNT
PRESIDENT AND CHIEF EXECUTIVE OFFICER, FITCH RATINGS

Mr. JOYNT. Thank you, Mr. Chairman and Members of the Com-
mittee. I am pleased to be here this morning. I would like to share
some brief comments on competition, regulatory recognition and
oversight, and conflicts of interest.

After an ownership change and capital injection in 1989, Fitch
worked continuously to build its reputation for a credit research,
modeling, and analysis in the corporate finance, public finance, and
securitization markets in the United States. By 1997, we were well-
respected and prominently recognized for our contributions, espe-
cially in the rapidly expanding mortgage- and asset-backed mar-
kets. Subsequently, in 1997 and also in 2000, we merged with the
fourth, fifth, and sixth largest NRSRO’s to create the product
breadth and geographic coverage demanded by today’s global inves-
tors. At Fitch, we firmly believe in the power of competition. Fitch’s
emergence as a global full-service rating agency capable of com-
peting with Moody’s and Standard & Poor’s across all products and
market segments has created meaningful competition in the rat-
ings market. Fitch’s expanding business profile has enhanced inno-
vation, forced transparency in the rating process, improved service
to investors, and created price competition.

Regarding regulation, Fitch has been actively participating in a
dialogue with many United States and international organizations,
such as the SEC, the United Kingdom’s FSA, the Committee of Eu-
ropean Securities Regulators, and the aforementioned IOSCO com-
mittee, about the role and function of the rating agencies in the
global capital markets. In September 2002, IOSCO, with the impor-
tant involvement of the SEC, published its Statement of Principles,
and in 2004 also published its Code of Conduct Fundamentals for
Credit Rating Agencies.

Fitch supports the four high-level principles outlined by IOSCO
and presented in the code. These four principles include trans-
parency, symmetry of information to all market participants, inde-
pendence, and freedom from conflict of interest. We believe that
our present operating policies and practices exemplify the prin-
ciples of the IOSCO code, and we expect to embody them clearly
in a Fitch Code of Conduct.

Regarding the U.S. recognition structure, we believe there is
value in the NRSRO system that assures recognized organizations
possess the competence to develop accurate and reliable ratings.
Many investment practices and guidelines interwoven in the fabric
of the capital markets reference this system. However, this recogni-
tion is only the beginning as one’s market reputation and useful-
ness to investors must be built over time. In fact, after 15 years
of effort, only this year has Fitch Ratings been recognized by sev-
eral global bond indexes.

Given the importance of credit ratings in the financial markets,
Fitch concurs that there is a strong need for credit rating agencies
to maintain high standards, and we do. Fitch culture emphasizes
the importance of integrity and independence as critical founda-
tions of our most important asset—our reputation. Fitch goes to
great efforts to assure that our receipt of fees from issuers does not
affect or impair the objectivity of our ratings. Our analyst com-
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pensation philosophy reflects quality of effort and individual accom-
plishment in research and ratings. Individual company fees, rev-
enue production, and individual department profitability do not fac-
tor into analyst compensation, and analysts may not own securities
in companies they rate.

We are aware of the potential for conflict that is inherent in our
business model, and we do our utmost to maintain our objectivity
and preserve our reputation in world markets. For each of these
themes, we are, of course, open to all ideas that help us improve
the quality of our product and the business practices and profile of
our company.

Thank you.
Chairman SHELBY. Mr. Kaitz.

STATEMENT OF JAMES A. KAITZ
PRESIDENT AND CHIEF EXECUTIVE OFFICER,

ASSOCIATION FOR FINANCIAL PROFESSIONALS

Mr. KAITZ. Good morning. I am Jim Kaitz, President and CEO
of the Association for Financial Professionals. AFP represents more
than 14,000 finance and treasury professionals representing more
than 5,000 organizations. Our members are responsible for issuing
short- and long-term debt and managing corporate cash and pen-
sion assets for their organizations.

AFP believes that the credit rating agencies and investor con-
fidence in the ratings they issue are vital to the efficient operation
of global capital markets. Yet as evidenced by AFP’s research, con-
fidence in rating agencies and their ratings has diminished over
the past few years.

Why is reforming the credit rating system so important? Along
with the SEC and other regulators that have incorporated the
NRSRO designation into their rules, institutional and individual
investors have long relied on credit ratings when purchasing indi-
vidual corporate and municipal bonds. Further, nearly every mu-
tual fund manager that individuals and institutional investors
have entrusted with over $8 trillion relies to some degree on the
ratings of nationally recognized agencies. Rating actions on cor-
porate debt also have an indirect but sizeable impact on the stock
prices of rated companies.

Debt issuers rely on the credit rating agencies to issue ratings
that accurately reflect the company’s creditworthiness. These rat-
ings determine the conditions under which a company can raise
capital to maintain and grow their business.

Finally, while credit rating agencies have long played a signifi-
cant role in the operation of capital markets, the Administration’s
recent single-employer pension reform proposal would tie pension
funding and Pension Benefit Guaranty Corporation premiums to a
plan sponsor’s financial condition as determined by existing credit
ratings. In some cases, plan sponsors would be prohibited from in-
creasing benefits or making lump sum payments based on their
credit rating and funded status. Such a proposal would further cod-
ify the NRSRO designation and increase the already significant
market power of the rating agencies.

More than 10 years after it first began examining the role and
regulation of credit rating agencies and despite the increased reli-
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ance on credit ratings, the Securities and Exchange Commission
has not taken any meaningful action to address the concerns of
issuers and investors. These concerns include questions about the
credibility and reliability of credit ratings and conflicts of interest
and potential abusive practices in the ratings process. Chairman
Shelby and Members of the Committee, these issues are far too im-
portant for the SEC to remain silent while investors and regulators
worldwide wait for it to take action.

Now I would like to briefly outline some of our concerns.
When the SEC recognized the first Nationally Recognized Statis-

tical Rating Organization in 1975 without outlining the criteria by
which others could be recognized, it, in effect, created an artificial
barrier to entry to the credit ratings market. This barrier has led
to a concentration of market power with the recognized rating
agencies and a lack of competition and innovation in the credit
market. Only the SEC can remove the artificial barrier to competi-
tion it has created. Therefore, we strongly recommend that the
SEC maintain the NRSRO designation and clearly articulate the
process by which qualified credit rating agencies can attain the
NRSRO designation.

The SEC must also take an active role in the ongoing oversight
of the rating agencies to ensure that they continue to merit
NRSRO status.

The Commission further empowered the rating agencies when it
exempted them from Regulation Fair Disclosure. Through this ex-
emption, the rating agencies have access to nonpublic information
about the companies they rate. The Commission has done nothing
to ensure that those who are granted this powerful exemption do
not use the nonpublic information inappropriately. The SEC must
require that NRSRO’s have policies in place to protect this valuable
and privileged information. This must be part of the SEC’s ongoing
oversight of the rating agencies.

As highlighted in some recent media reports, rating agencies con-
tinue to promulgate unsolicited ratings which are issued without
the benefit of access to company management or nonpublic infor-
mation about the issuer. The resulting ratings are often not an ac-
curate reflection of an organization’s financial condition. Credit rat-
ings are critical to an organization’s ability to issue debt, and
issuers often feel compelled to participate in the rating process and
pay for the rating that was never solicited. The potential for abuse
of these unsolicited ratings by the rating agencies must be ad-
dressed by the SEC.

Finally, an NRSRO is also in a position to compel companies to
purchase ancillary services. These ancillary services include ratings
evaluations and corporate governance reviews. Further, the rev-
enue derived from these services has the potential to taint the ob-
jectivity of the ratings. You need look no further than the equity
research and audit professions to understand why these potential
abusive practices and conflicts of interest must be addressed by the
SEC.

Chairman Shelby and Members of the Committee, we strongly
recommend that you hold the SEC accountable on the issues that
have been raised here today. With credit ratings being so impor-
tant to investors in this country, Congress should also not allow
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the SEC to cede oversight of the agencies to an organization out-
side the United States that has no binding authority, including
oversight authority, of the rating companies.

Finally, it has been 10 years since the SEC has considered regu-
lating credit rating agencies, and as reported in today’s Washington
Post, we find it incredible that they have now concluded they do
not have oversight authority over the rating agencies.

In conclusion, Mr. Chairman, AFP commends you and the Com-
mittee for pursuing this issue.

Chairman SHELBY. Mr. McDaniel.

STATEMENT OF RAYMOND W. McDANIEL, JR.

PRESIDENT, MOODY’S INVESTORS SERVICE

Mr. MCDANIEL. Good morning, and thank you, Mr. Chairman,
Senator Sarbanes, and all the Members of the Committee for invit-
ing Moody’s to participate in today’s hearing.

Moody’s offers forward-looking credit rating opinions and credit
research about entities active in the debt capital markets globally.
As the oldest and one of the most established credit rating agen-
cies, we have more than 1,000 analysts in 18 countries worldwide.
Moody’s distributes our opinions broadly and free of charge to in-
vestors in the form of credit ratings. We also public credit research
about the debt obligations and issuers we rate. We sell this re-
search to about 3,000 institutional investors.

Our opinions are communicated to the market through a symbol
system originated almost 100 years ago. The system ranks relative
credit risk on a scale with 9 broad letter categories from Aaa to C.
Most of the letter categories are further refined with numbers, 1
through 3. Overall our ratings have consistently done a good job in
predicting the relative credit risk of debt securities and debt
issuers. Ratings are not pass/fail assessments of an entity’s future
performance or performance guarantees, investment recommenda-
tions, or statements of fact; rather, Moody’s ratings intend to pre-
dict the relative probability that debt obligations will be repaid on
a full and timely basis with the probability declining at each lower
level in the rating scale. The attributes of ratings as offered by
major rating agencies include their predictive content, public avail-
ability, and free distribution. The combination of these attributes
has encouraged use by diverse groups, including issuers, inter-
mediaries, parties to financial contracts, institutional investors,
and regulators.

For these users, ratings must meet demands for accuracy, sta-
bility, and timeliness. Accuracy is measured by the predictive con-
tent of the ratings, the ability of the rating system to properly rank
order the relative riskiness of credit from low to high. Moody’s pub-
lishes on our website a quarterly report card of the accuracy of our
ratings reaching back 20 years. Moody’s rating stability is an im-
portant attribute because ratings volatility has consequences for,
among other things, the composition of investment portfolios and
capital adequacy calculations. As a result, rating reversals, a rating
downgraded followed shortly by an upgrade, or vice versa, may add
unnecessary volatility and costs. It is, therefore, important for
Moody’s to manage its ratings so that ratings are changed only
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after judicious deliberation and in response to changes in funda-
mental creditworthiness, not transitory events.

In order to balance the market’s demand for accuracy and sta-
bility with its demand for timeliness, Moody’s uses additional pub-
lic signals called watchlists and outlooks through which we commu-
nicate our opinion on possible trends in future creditworthiness.
Rating outlooks and the watchlists permit rating agencies to signal
developing trends and preliminary views without disrupting mar-
kets. In an effort to learn from our mistakes and to keep pace with
complex credit markets, we continue to augment our analytical
process. Some of the initiatives we have instituted include forma-
tion of analytical specialist teams in areas such as accounting and
financial disclosure; mandatory professional development pro-
grams; introduction of new credit monitoring tools; the expansion
of our centralized credit policy function; and the appointment of
chief credit officers.

Most of Moody’s revenue comes from fees paid by debt issuers.
Issuers request and pay for ratings from us because of the broad
marketability of their bonds that ratings facilitate. Issuers pay
these fees rather than investors because we broadly distribute our
ratings to all investors simultaneously free of charge. The issuer-
payment business model has potential conflicts of interest, as does
a subscription-based business that some firms use as an alter-
native. The critical question is not which model is used, but wheth-
er potential conflicts of interest are prudently and effectively man-
aged and disclosed. In Moody’s case, we have a range of policies
and procedures in place to achieve this goal, including that rating
decisions must be taken by a committee and not by an individual
analyst; that analyst compensation must not related in any way to
the fees received from the issuers they evaluate; and that analysts
may not own securities in the issuers they rate.

Finally, Mr. Chairman, turning to the regulatory environment,
over the past 3 years much attention has been focused on the glob-
al financial services industry, including rating agencies. To the ex-
tent that here in the United States the NRSRO designation is seen
to limit competition, Moody’s supports its discontinuation. Moody’s
has consistently supported competition in the industry and elimi-
nating barriers to entry caused by, for example, vague or difficult
to achieve recognition standards. A healthy industry structure is
one in which the role of natural economic forces is conspicuous and
where competition is based on performance quality to promote the
objectives of market efficiency and investor protection.

The obligation to assure that the U.S. financial market remains
among the fairest and most transparent in the world is one that
all market participants should share. I look forward to answering
any questions the Committee may have. Thank you.

Chairman SHELBY. Thank you.
Ms. Corbet, Mr. Joynt, and Mr. McDaniel, I will pose this first

question to the three of you. About 2 years ago, this Committee
held a hearing on the Global Settlement and examined potential
conflicts of interest with research analysts. Essentially, analysts
were being paid to tout a banking client’s stock. Some contend that
a similar conflict of interest exists in the credit ratings industry.
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How do you respond to concerns that this conflict compromises the
independent and objective analysis of the rating agencies?

We will start with you, Ms. Corbet.
Ms. CORBET. Thank you, Mr. Chairman——
Chairman SHELBY. How do you defend that, in other words?
Ms. CORBET. Sure. The conflicts of interest are indeed ones that

we must be vigilant in terms of managing, and similar to the provi-
sions in our Code of Policies and Procedures, which are similar to
those raised by Mr. McDaniel, we also would add that analysts are
not engaged in any commercial or business matters with respect to
ratings. In addition to strict procedures prohibiting trading and se-
curities ownership in the companies that they rate, we also pro-
hibit any board representation by analysts.

Chairman SHELBY. Mr. Joynt.
Mr. JOYNT. As I mentioned, I think the culture of our company

is probably the first line of defense, instructing all our employees
and our analysts and building over time on the importance of in-
tegrity and independence.

As was mentioned earlier, but I think it is a positive, the ratings
are done by a committee and not by individuals, so it is harder for
individuals to sway the rating by themselves, although I would con-
cede that a primary analyst and a secondary analyst that lead
those committees would have more knowledge and information and
I suppose could try to have undue influence, and also compensation
of analysts, which is probably the most direct issue. From the be-
ginning of our development we have focused all compensation away
from any kind of revenue production activity on the part of the an-
alyst. I think those are all important ingredients.

Chairman SHELBY. What about serving on boards that you rate?
Mr. JOYNT. None of our analysts or executives nor do I serve on

any boards.
Chairman SHELBY. Mr. McDaniel.
Mr. MCDANIEL. In addition to the actions that were listed by Ms.

Corbet and Mr. Joynt, Moody’s has published a set of core prin-
ciples which guide our behavior. The core principles include the
independence of the analyst from the issuer, that there is not per-
mitted to be any link to the analyst compensation from either the
ratings or the fees received from the issuers that they are respon-
sible for reviewing.

Chairman SHELBY. What about perception? You say link, but
what about perception?

Mr. MCDANIEL. We have publicly disclosed that the analyst com-
pensation is unrelated to the issuers that they rate. That is how
we try to manage the perception issue, sir.

In addition, commercial considerations with respect to issuers
are prohibited from being discussed or considered in rating commit-
tees. We have a codification of all of our methodologies which are
available publicly, and there is a requirement that those meth-
odologies be followed by the rating committees. We have a rating
compliance unit. We publish our quarterly ratings performance,
which is available in verifiable formats. And we avoid concentra-
tion of fees from issuers so that no one issuer is material to
Moody’s commercial interests.
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Chairman SHELBY. A second question to all three of you. Collec-
tively, Moody’s, S&P, and Fitch account for about 95 percent of the
market share in the ratings business. Some people contend that by
designating these firms as NRSRO’s, the SEC has granted them a
franchise that deters new competitors.

How does this market concentration that has developed—discuss
whether it is good thing for investors, and how would you propose
to increase competition, if you would? We will start with you, Mr.
McDaniel, and go back.

Mr. MCDANIEL. As I mentioned——
Chairman SHELBY. Ninety-five percent is a lot of concentration.
Mr. MCDANIEL. As I mentioned in my opening, Senator, this is

an important issue. We recognize that. I believe that there are nat-
ural economic forces that are important in guiding the structure of
this industry. However, the issue is very distractive if it is not
dealt with, and I believe that one of two solutions should be pur-
sued: Either the elimination of the national recognition designation
as currently used, or the opening of the industry to more nationally
recognized agencies.

Chairman SHELBY. Okay. Mr. Egan, do you have any comment
here?

Mr. EGAN. I do not think it is a natural monopoly or oligopoly.
I think it is far from it. The case of the equity research analysts,
you had some 20-odd analysts following AT&T as Jack Grubman,
who had the most bullish opinion, and the equity research firms
were fined $1.4 billion for their poor behavior.

I think that what has happened is that there are some natural
ways that the two major firms are able to maintain and extend
their monopoly. It is very interesting that the poor investment
banker that would try to recommend any other rating firm to rate
securities would find it very difficult to go in front of S&P and
Moody’s the next time they come around. As I said before, there is
no problem with these firms getting paid by the issuers. It is just
that the SEC should not be in the business of encouraging a basic
conflict of interest.

Chairman SHELBY. Mr. Kaitz.
Mr. KAITZ. Senator, one of the recommendations I heard from

Mr. McDaniel was to eliminate the NRSRO designation. I would
suggest if you do that, you have eliminated an artificial barrier to
competition, and you have erected a permanent barrier to competi-
tion. As we have all discussed, the ratings are embedded in bank-
ing law, insurance, mutual funds, and potentially into the pension
area. So that would create a permanent barrier to competition from
any other organizations.

Chairman SHELBY. Three with a stamp of approval, and no one
else, right?

Mr. KAITZ. Yes, sir.
Chairman SHELBY. Senator Sarbanes.
Senator SARBANES. Thank you, Mr. Chairman.
I just want to underscore that last point that was being made.

Since 1931, the Federal Reserve Board, the Comptroller of the Cur-
rency, and Federal and State laws have regulated the debt held by
banks and other financial institutions using credit ratings assigned
to the debt. Pension funds, banks, and money market funds are
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barred from buying debt issues that carry ratings below a certain
level. So the ratings have in a sense kind of a life-and-death im-
pact. I think it is pretty clear.

Let me ask the people at the table just a very general question.
Does everyone think that there is a problem here that needs to be
addressed? Or do some at the table think there is really not a prob-
lem and the situation is pretty good, and whatever there is, we are
fixing it up okay? How many think that there is a problem that
really needs to be dealt with?

Mr. EGAN. I think there is a huge problem.
Mr. GREEN. Senator Sarbanes, I think there is a problem of com-

petition, and I think expanding the scope of designated rating
agencies would be a very good thing for the marketplace. The one
thing we have not talked about and that I think was implied by
Mr. Harada, the marketplace has become inherently global now.
There has been growth of the capital markets in Asia, tremendous
growth most recently with the development of a comprehensive Eu-
ropean economy. That really does raise the opportunity for new en-
trants into the marketplace, and the SEC really should review the
designation process to be more open.

But make no mistake about it. Opening up——
Senator SARBANES. How do I get some assurance that the proc-

ess, even if more people are participating in it, is going to be objec-
tive? Gretchen Morgenson had an article in The New York Times
on Sunday entitled: ‘‘Wanted, credit ratings, objective ones, please.’’
How do I get some assurance—and now the credit—as I under-
stand it, the credit rating agencies are now beginning to do con-
sulting for the companies with respect to whom they issue ratings.
Is that correct? Mr. McDaniel, are you doing consulting?

Mr. MCDANIEL. No. Moody’s does not engage in consulting. There
is one activity which we believe is part of the core rating process
called a rating assessment service, where we answer hypothetical
questions that companies have for a fee. That is the only activity
we engage in that might be considered consulting. It is less than
1 percent of our business and will remain so.

Senator SARBANES. Mr. Joynt.
Mr. JOYNT. We also would only have a few cases of rating assess-

ments, but no broad consulting practice.
Senator SARBANES. Do you have a narrow consulting practice?
Mr. JOYNT. Pardon me?
Senator SARBANES. Do you have a narrow consulting practice?
[Laughter.]
Mr. JOYNT. No. However, I might add that our parent company

has recently acquired a company called Algorithmics, which is an
enterprise risk management, and they are a financial software
company and often would consult with people on the installation of
the financial software.

Senator SARBANES. Ms. Corbet.
Ms. CORBET. Senator, within our rating services practice, we

have no consulting or advisory business. Indeed, we similarly have
a ratings evaluation service that we provide to issuers at their re-
quest.
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Senator SARBANES. Well, am I to draw from that is that these
concerns some are raising that there is consulting going on are
without any foundation or basis, Mr. Egan?

Mr. EGAN. No. It is an extension of the monopoly. Fannie Mae
had a corporate governance rating from S&P of 9 on a scale of 1
to 10 up until just a week ago. Basically they said Fannie Mae was
fantastic, and we all found out that it was not. What were the
problems? They had the same Chairman and CEO. They had ac-
counting problems, CFO problems, evaluation of securities, regu-
latory problems, on and on and on. And it is a 9 on a scale of 1
to 10, 10 being the best.

Basically these firms are using their SEC-sanctioned monopoly in
one area, and extending it to the other areas, and there is no check
on them.

By the way, the conflicts cannot be managed. They simply cannot
be managed. If I am selling a company and I am representing Com-
pany A and instead I am getting paid by Company B, which is buy-
ing Company A, I cannot say, well, I am going to set up barriers
or Chinese walls and somehow manage that. That does not work.

If I am hiring a litigator and I find out that the litigator is paid
by the other side, you have a basic conflict there.

The Philadelphia Eagles just lost the Super Bowl. If my son
found out that Philadelphia coach Andy Reid was paid by the New
England Patriots, he would hit the roof. You know, it does not
work.

Senator SARBANES. That is a very understandable example.
[Laughter.]
Mr. EGAN. Thank you.
Senator SARBANES. I do not understand why you would get any

consulting fees. The reason I am concerned about this, over a pe-
riod of 25 years consulting services have replaced audits as the
principle source of accounting firms’ revenues. Now, the legislation
we passed, as you know, precluded certain consulting services alto-
gether, set up a rigorous process for any others that they might
want to engage the auditor for. There is one other thing, just a lit-
tle thing that does not amount to much. You said you limit it to
1 percent.

In 1977, core auditing and accounting fees accounted for 70 per-
cent of revenues of the auditing firms while management advisory
services accounted for just 12 percent. By 1998, a little more than
20 years later, the pattern had been reversed. Just 34 percent of
revenues came from auditing and accounting services and over 50
percent from management advisory services.

I do not understand why you should do any consulting services
if you are doing the rating. I mean, we have other issues here to
discuss. Who pays you to do the ratings? How do you do it? I see
I have used up my time. I want to take just this one narrow area.
Why should you get any fees from consulting services?

Ms. CORBET. Senator, if I may, the ratings evaluation service
that we provide to issuers at their request is truly an extension of
the ratings process. It helps a company evaluate certain financial
decisions that they may take with respect to potential acquisitions,
with respect to financial policy in terms of dividend or share buy-
back policies. And so, someone described it as a what-if scenario in
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terms of what the issuers may undertake, and we provide that
evaluation for them in this particular service. It is truly an exten-
sion of the ratings process.

Senator SARBANES. Mr. Harada.
Mr. HARADA. Thank you very much. R&I does not carry out any

consulting business which is closely linked to the rating activities.
We strictly refrain from those kind of activities to keep the inde-
pendence of the rating performance.

Senator SARBANES. Mr. Joynt.
Mr. JOYNT. The alternative to receiving fees on this kind of con-

sulting assignment for rating assessments would be to charge all
issuers more, spread across the advice, because essentially we have
free-flow information back and forth from the analytical commit-
tees to the issuers. They come in and present their financial infor-
mation. We describe our process, our standards, their expectations.
And so there is a regular dialogue. So the identification of specific
dialogue and assigning a consulting fee to that could be replaced
by just higher fees.

Senator SARBANES. It would get you out of this potential conflict,
would it not?

Mr. JOYNT. I do not think it would because the dialogue would
continue anyway. I think part of what we want to do is have a
transparent dialogue with everyone in the market, including all
issuers, investors, and so describing our rating process I think is
important.

Senator SARBANES. Mr. Kaitz.
Mr. KAITZ. Senator, all of these are commendable, except there

is no competition. Where else are these companies going to go other
than Moody’s, S&P, and Fitch? So in a perfect world, maybe con-
sulting would be fine, but this is hardly a perfect world when it
comes to the competitive nature of this business.

Senator SARBANES. Thank you, Mr. Chairman.
Chairman SHELBY. Senator Sununu.
Senator SUNUNU. I am amazed to see an industry with three-

firm concentration of 95 percent where there is a regulatory status
conferred by the Government that bars all entrants, actually com-
ing before the Committee and saying, you know, if we are not al-
lowed to engage in any line of business we want, we are going to
raise prices. But I have another line of questioning I want to en-
gage in, and maybe that will just be food for thought for further
questions for the rest of the Committee Members.

Ms. Corbet, less than a year ago, one of your analysts, Michael
DeStefano, suggested that the GSE legislation we were considering
before this Committee would cause S&P to reconsider the AAA rat-
ing it had for GSE unsecured debt. I read this account to mean
that if we included receivership provision in that bill, then you
would basically downgrade the credit rating of the GSE’s. What
was the process that S&P used to arrive at that conclusion?

Ms. CORBET. First of all, Senator, if I may, let me start by saying
that Standard & Poor’s does not advocate positions on any legisla-
tion. And indeed in that particular case that you reference, con-
sistent with our published commentary on the GSE’s, which dates
back to the early 1980’s, we have always stated that any change
in the relationship between the GSE’s and the Government would
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necessarily be an important factor in our ongoing ratings assess-
ment.

Indeed, back in March, I believe, a statement was made by our
senior analyst that our analysis of any legislation would be to ex-
amine each individual proposal as well as the legislation as a
whole. We have never said that any specific factor within proposed
legislation would result in an automatic downgrade.

Senator SUNUNU. What data was the analyst using to make the
statement he made?

Ms. CORBET. He was using and referencing our published com-
mentary on our position on the GSE’s. We have published com-
mentary during the course of 2004, in January, in May, and most
recently in December 2004. And that commentary has been con-
sistent.

Senator SUNUNU. Is it still S&P’s position then the legislation
being considered would result in a weakening of the credit rating?

Ms. CORBET. In May 2004, our ratings committee concluded that
we no longer had the highest degree of confidence of Government
support and determined that our ratings on GSE’s would reflect
both the financial strength of the GSE’s and the degree of con-
fidence in Government support. And based on this combined cri-
teria, not simply the Government support criteria, we affirmed the
GSE ratings at AAA.

Senator SUNUNU. You say that it is not your intention or your
policy to have analysts comment on or lobby for or against specific
pieces of legislation. But do not you think weighing in with a per-
spective on how this affects the credit of a particular company is
a de facto position on legislation?

Ms. CORBET. As I said, we do not advocate positions on any legis-
lation. What we did do is reaffirm our position that we have taken
on the GSE’s for many years, and we did comment on that in
March.

Senator SUNUNU. Mr. McDaniel, you talked about volatility and
your concerns about volatility in issuing credit ratings, that if they
moved back and forth, that would have undesirable consequences,
and I certainly would not disagree with that.

Do you think that is worse than the alternative, which is to lag
behind, as was obviously the case in Enron and MCI, and shift po-
sition or in this case downgrade credit too slowly and as a result
not give markets a clear indication of what might be happening at
a company?

Mr. MCDANIEL. The situations such as Enron are clearly situa-
tions that Moody’s was unhappy with. We do not benefit, we do not
have our reputation enhanced by having investment grade compa-
nies of the size of an Enron default. That obviously was a matter
of serious concern for us.

We do believe that timeliness is extremely important to the rat-
ing process. As I said in my opening statement, we try to balance
the need for stability with the need for timeliness by using addi-
tional signals in the marketplace, the signals being watchlists and
outlooks, which are more forward-looking in terms of potential
credit trends. And we think that those are important elements of
the management of the rating system to provide responses to both
demands for stability and for timeliness.
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Senator SUNUNU. Thank you.
Thank you, Mr. Chairman.
Chairman SHELBY. Senator Reed.
Senator REED. Thank you, Mr. Chairman.
Ms. Corbet, I think Senator Sununu touched on this question,

which is comments made by S&P analysts about the possible legis-
lation affecting the Government Sponsored Enterprises. In fact, I
think a quote from a report by Mr. DeStefano and Ms. Wagner
would be, ‘‘The slightest evidence that Congress would in any way
agree to lessen its authority or cede it to others would in itself ne-
cessitate a rethinking of how much confidence bondholders should
have that their interests would be taken into consideration in the
case of a failed GSE.’’ And I think your response was you do not
comment on legislation, but can you comment on that quote?

Ms. CORBET. Sure, happy to. Thank you, Senator.
Indeed, again, as that quote indicated, and as other published

criteria about our ratings opinion on the GSE’s indicted we take
into consideration all and each factor in any legislation, whether
proposed or actual legislation, to determine whether or not it would
result in any change in our ratings opinion.

Indeed, we furthermore stated—and this is most recently—in our
publication in December 2004 that, whatever the course of any leg-
islative change in the relationship between the GSE’s and the Gov-
ernment, whatever change it may take, our analysts consider the
credit implications and will be responsive to the intent of Congress.

Senator REED. Thank you. I think we all recognize why this is
an important issue since we are actually contemplating changes,
which you apparently will take into consideration.

Mr. Joynt, Fitch Ratings, do you have a position with respect to
this issue of potential changes with respect to issues like receiver-
ship and others?

Mr. JOYNT. We would. Actually, we follow the same credits. We
have ratings on the GSE’s, their mortgage securities as well as
their unsecured obligations and preferred stock. We would have of-
fered our opinion around that same time also, focused on the credit
impact of whatever the change might be.

Senator REED. Again, this may be from popular reporting, but
the impression that I received was that you would not necessarily
make changes based upon statutory changes. Is that fair?

Mr. JOYNT. I think that was the conclusion that we presented,
yes, that at that time we did not see the impact. We see the poten-
tial, and it is, of course, a complicated set of legislation and influ-
ences.

Senator REED. And, Ms. Corbet, is that a fair summary of where
you are today, that you would not necessarily make changes but
you would look very carefully at what we did?

Ms. CORBET. That is correct, Senator.
Senator REED. And just for the sake of completeness, Mr.

McDaniel, Moody’s position on this issue of statutory changes af-
fecting GSE’s?

Mr. MCDANIEL. We do not believe that the proposed legislation
would have an effect on our credit rating opinion of the GSE’s.

Senator REED. Thank you very much.
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Mr. Green, again, because we are very near to considering legis-
lation—in fact, I think we are having a hearing later this week—
what would be the impact from an economic standpoint across the
economy as a whole if, in fact, there was a downgrade of the GSE’s
based upon statutory changes or based upon their performance in
the marketplace, or a combination?

Mr. GREEN. Senator Reed, as you have heard, there is not nec-
essarily agreement that there would be a downgrade. But obviously
with the amount of securities outstanding by the GSE’s directly
and through their mortgage portfolio as well, any question as to
their creditworthiness would have a significant impact on the mar-
ketplace. And I would add it is a marketplace that is vastly global
in nature with investors of differing degrees of knowledge and un-
derstanding, so they would look to the credit rating as a very key
element of information with which to make an investment decision.

To the extent that any business practice, legislative or regulatory
activity would affect their credit rating, because of the amount of
debt outstanding, it would have a market effect.

Senator REED. Thank you very much.
Does anyone else want to generally comment on this line of ques-

tioning? Mr. Egan.
Mr. EGAN. From our perspective, neither Fannie Mae nor

Freddie Mac are AAA-rated credits. They are far from a AAA. If
you speak to anybody in the Government, they will not give you
the confidence that there is the full faith and credit of the U.S.
Government behind them, number one. Number two, they have 2
percent and possibly even less than 2 percent equity to assets, and
the typical A or A plus-rated bank has 8 percent.

So we have told our clients and will continue to tell our clients
that these are not AAA-rated credits, we do not care what our com-
petitors say. Some people claim the Government will step in. Yes,
they might step in, but that will be for the new capital. It is not
for the existing capital. It would be like the airlines.

We think right now you have an untenable situation with Fannie
Mae and Freddie Mac. Something has to be done and done quickly.
Really probably the best model is the Sallie Maes. Sallie Mae is
doing very well. It does not have any support, either implied or not
implied, from the U.S. Government, and that is the right way to
look at it. But get there quickly. You know, the lesson learned from
Enron and WorldCom and all these other failures is you have to
address the problem quickly. You do not wait until everybody pan-
ics. We have had our rating, maintained it for 2 years. You know,
people are adjusting, our clients and others are adjusting to it. But
do not keep up this falsehood that they are AAA-rated because they
are not. And if they continue to grow, it creates a bigger problem
in another 2 years. So address it as quickly as you possibly can.

Senator REED. Thank you, Mr. Chairman.
Chairman SHELBY. Senator Bunning.

STATEMENT OF SENATOR JIM BUNNING

Senator BUNNING. I just want to ask a general question since I
have had some experience in this business since 1961. Is there any-
one at the table currently rating credit that has a relationship with
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the corporation they are rating and/or any kind of fiduciary respon-
sibility other than independent credit rating?

Mr. EGAN. At Egan-Jones, we do not sit on any board, serve on
any committees. It is public knowledge that in the case of Moody’s,
Clifford Alexander, the ex-chairman——

Senator BUNNING. I will let Moody’s speak for itself.
Mr. EGAN. Okay.
Ms. CORBET. As my earlier testimony indicated, we prohibit ana-

lysts from sitting on any corporate boards.
Senator BUNNING. For how long has that been happening?
Ms. CORBET. It has been as long as I know, but we have codified

that in our policies and procedures that are publicly available.
Senator BUNNING. Is that just recently, or has that been in the

past 30 years?
Ms. CORBET. I can only speak for the period of time that I have

been involved at S&P, and I know that since that time, and even
before that, it has been our policy.

Senator BUNNING. How long has that been?
Ms. CORBET. I joined Standard & Poor’s in April of last year.
Senator BUNNING. How about officers of your company?
Ms. CORBET. In terms of myself, I do not participate in the rat-

ings process, but I do sit on the board of a university.
Senator BUNNING. No, no, no. How about officers of your com-

pany that are involved with other companies?
Ms. CORBET. There are no officers of the company that are in-

volved in the ratings process who sit on any issuer or any public
board that issues debt.

Senator BUNNING. You are missing the point. Do you have any
officers of Standard & Poor’s that sit on any other boards of any
other companies? Not that are involved in the rating system.

Ms. CORBET. We do not have any officers at Standard & Poor’s,
that I am aware of, that sit on any public boards.

Senator BUNNING. At McGraw-Hill?
Ms. CORBET. At McGraw-Hill, we are part of McGraw-Hill.

Standard & Poor’s is a division of McGraw-Hill, and there are
members of that board of directors——

Senator BUNNING. Joint.
Ms. CORBET. Excuse me?
Senator BUNNING. They are joint board of directors.
Ms. CORBET. They are not joint board of directors. They are di-

rectors of McGraw-Hill Companies.
Senator BUNNING. And Standard & Poor’s?
Ms. CORBET. Standard & Poor’s is a division of the McGraw-Hill

Companies.
Senator BUNNING. Well, okay. It is publicly held.
Does anyone else have anything to say about this?
Mr. MCDANIEL. For Moody’s, employees at Moody’s do not sit on

the boards of any rated companies. We do have members of the
Moody’s——

Senator BUNNING. Now. And how long has that been?
Mr. MCDANIEL. I believe that is an accurate statement through

our history.
Senator BUNNING. Through your history.
Mr. MCDANIEL. I would have to go back and confirm that.
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Senator BUNNING. Mr. Joynt.
Mr. JOYNT. Since I have been involved with Fitch, 1989, none of

the analytical people, whatever level, have been involved on any
public boards. I am not sure it was a written requirement, but it
has certainly been our practice and continues to be our practice.

Senator BUNNING. In the Enron case, are the two on the ends the
Enron rating people of the debt?

Ms. CORBET. We did rate Enron.
Mr. MCDANIEL. Moody’s rated Enron, yes.
Senator BUNNING. Moody’s and S&P.
Mr. JOYNT. Fitch did as well.
Senator BUNNING. Fitch did as well.
Mr. EGAN. And Egan-Jones.
Senator BUNNING. And Egan-Jones. What was the first time that

you notified the public that there was a problem?
Mr. EGAN. We had it listed as part of our——
Senator BUNNING. No, the three people that are rating them——
Senator HAGEL. He rated them, too.
Senator BUNNING. Oh, I apologize. Go right ahead.
Mr. EGAN. It is in our written testimony.
Senator BUNNING. I have three meetings today, so the written

testimony did not get read.
Mr. EGAN. By the way, as far as that last question, you should

ask it very carefully and you are not. These people are deferring
it. You want to ask: Are there any directors, officers, or anybody
affiliated with the rating firm, do they serve on any other corpora-
tions?

Senator BUNNING. That is exactly the question I asked.
Mr. EGAN. Well, it was not answered that way.
Senator BUNNING. You mean I was deceived in the answer?
Mr. EGAN. You may want a written request because you did not

get the answer that——
Senator BUNNING. Well, that was my question.
Mr. EGAN. Okay. It was not answered accurately. They mis-

understood the question.
Senator BUNNING. Well, speak up, Mr. Egan, if you know others

that are then.
Mr. EGAN. Well, it is public knowledge that the chairman—and

they make the distinction between credit officers versus chairmen.
The Chairman of Moody’s, Clifford Alexander, sat on the board of
WorldCom. And he sat on the predecessor board, MCI. Now it is
back to the MCI name, but it was MCI, then WorldCom, because
WorldCom acquired MCI. And Clifford Alexander was on the board
for about 8 years, resigned probably about 9 or 12 months before
it went bankrupt. He was an insider’s insider. He was one of the
three people on the nominating committee. And so they answered
the question there is no rating officer or credit officer. That is true.
But, you have to ask a broader question.

The second point is that the prior President of Moody’s current
chairman, served on the board of the NASD. The NASD overlooks
all the broker-dealers. That is a cozy relationship. Also, the chair-
man sat on Wyeth, and I think there is another corporation. It is
part of the writeup in The Washington Post as of November of last
year. But that question was not answered. I do not know if
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McGraw-Hill directors or chairmen sit on any other boards, but
that would not be unusual. But that question was not answered.

Senator BUNNING. I will get my second round in then. Thank
you, Mr. Chairman.

Chairman SHELBY. Senator Stabenow.

STATEMENT OF SENATOR DEBBIE STABENOW

Senator STABENOW. Thank you, Mr. Chairman, and thank you to
each of you for being here. It is a very important topic.

I would like to go back to the catch–22 that was talked about
earlier today. There would appear to be a significant hurdle to
many firms who are seeking the NRSRO status, and I would like
to talk more about that. The fact that a firm cannot be nationally
recognized until they have had wide acceptance in the market but
cannot get wide acceptance in the market until they are nationally
recognized places incredible hurdles in the path of qualified firms.
Of course, since the SEC issues the NRSRO designation, it has
taken on a quasi-governmental stamp of approval in this process.

So my question would be: How do you feel, could you speak about
the SEC issuing guidance in terms of the designation process?
What would the standards look like to achieve status? What would
the provisions look like from your perspective that would address
this obvious catch-22? I would be happy to have each of you answer
that. Yes, we will start here.

Mr. MCDANIEL. From Moody’s perspective, I think there are
probably several solutions to the question that you pose. We cer-
tainly support greater transparency in the recognition process. We
support competition in the industry. And we think that trans-
parency in the standards necessary to become an NRSRO will in-
vite more competition, and that will contribute to, in our opinion,
a healthy industry structure.

Senator STABENOW. Get a little more specific for me, if you
would. What does that look like?

Mr. MCDANIEL. The SEC has in the past identified criteria that
it felt were relevant to national recognition, and I think that those
criteria, if they were used formally, would certainly add to the
transparency of the process. But one of the things that gets away
from the chicken and egg or catch-22 problem that you have identi-
fied is whether or not, in fact, national recognition is necessary or
whether there are other more limited forms of recognition or a
lower hurdle for recognition, in fact, that would open the industry
to competition. And there is some precedent for this historically
where smaller agencies were nationally recognized for their par-
ticular industry expertise.

Mr. KAITZ. Senator, I again would reiterate that if you eliminate
that NRSRO designation without any SEC involvement, you erect
a permanent barrier to competition. AFP has laid out with our
counterparts in Britain and in France a code of standard practice
in the credit rating process that addresses the regulatory issues we
believe the SEC needs to address. But I think just for a quick an-
swer, we need to have credible and reliable ratings, and that really
needs to be the criteria by which they start to look at rating agen-
cies.
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Again, we have laid this all out in our standard code of practice,
and we think it is critically important that the SEC do this.

Senator STABENOW. Thank you.
Mr. JOYNT. Senator, as I mentioned in my opening remarks,

Fitch is a combination of four rating agencies that merged together,
and in fact, as of 8 years ago, the SEC had designated other rating
agencies. There were more. There were six different rating agen-
cies. And some of the companies that we merged with were des-
ignated for individual disciplines. For example, IBCA, International
Bank Credit Analysts, was recognized for their expertise in bank
analysis, and Thompson Bank Watch, another firm that we ac-
quired, was recognized for its expertise in bank analysis as well.

So it has only been recently—the combination of those mergers
was to deal with an economic reality about the requirement for in-
vestors to have a rating agency that had a global presence and
could offer credit opinions on corporations and structured
financings globally, not just in the United States. So that is an eco-
nomic reason for the mergers. But it seems like there would be a
pattern and an availability for the SEC to approve based on their
past precedents to open up the approval process, and I do not think
anything is necessarily stopping them from doing that at this point.

Mr. HARADA. May I?
Senator STABENOW. Yes, please.
Mr. HARADA. R&I as a foreign rating agency, as you suggest be-

fore, the requirement of national recognition is very hard to over-
come to us. But, nevertheless, we did some efforts, that is, we have
already received 10 letters of support from the very established,
leading financial institutions in the United States. So, I think to
some extent such effort to be recognized by the national financial
institutions might be necessary, but I do strongly ask the SEC,
first, to set the clear requirements as far as possible and to the for-
eign rating agencies, I think that such a barrier or such a standard
or such a requirement should be lowered, taking into consideration
the avoidance of such a catch–22 problem.

Thank you.
Mr. GREEN. Senator, the hurdle is too high, but it does not mean

the hurdle should be low. The fact is you can broaden the number
of participant designated rating agencies and not necessarily—and
not at all—lower the quality of the rating because there are lots
of rating agencies that have particular specialties, particular mar-
kets that they have expertise in, that the currently ‘‘widely accept-
ed,’’ as you correctly stated, just sets too high of a burden.

If you step back from the ‘‘widely accepted’’ but still maintain the
quality, because it is all about credibility, I think you could have
many more participants in the marketplace, and that is particu-
larly important now as these markets have become global, and the
four designees right now all come from North America. And as the
markets grow in Europe and Asia, it is not necessarily the most
healthy situation. So, I think they can do a better job.

Senator STABENOW. Yes, thank you.
Mr. EGAN. We have no problem with the SEC’s national recogni-

tion. In fact, there is a firm that was recognized in the past year,
year and a half, DBRS. It is a Canadian firm. There are inde-
pendent surveys done. We have about three times recognition of
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that firm as of about 2 years ago, and it has grown since then. So
we do not have a problem with that issue.

We have had an application in, now I guess it will be 7 years—
I guess we are on the fast track—8 years this August with the
SEC, and the hang-up appears to be the SEC looking at our staff-
ing and saying it is not large enough.

Now, keep in mind we are early and right with Enron,
WorldCom, Global Crossing, and Genuity. We have to take issue
with the process that the SEC is using for evaluating it. It is hard
not to conclude that the ultimate objective might be maintaining
the status quo, which is fantastic for the existing firms.

Senator STABENOW. So from your perspective there is not a
catch-22. Is that what you are saying?

Mr. EGAN. No, it is not. But even if we were recognized—and
hopefully we eventually will be recognized. I think the market is
really being mis-served by not recognizing firms like ours, others
that are early and right with these ratings, that is not going to
solve the problem. The problem is the fundamental conflicts of in-
terest.

There were seven firms, seven NRSRO firms 10 years ago or so.
You still have the problems of the fundamental conflict of interest.
What happens is that there is a separation between the interests
of the country, in terms of enabling these companies to grow, en-
couraging jobs, reducing costs of capital, and a few bad apples, the
Bernie Ebbers of the world who had $400 million positioned with
WorldCom. He wanted to do everything possible to keep that com-
pany afloat. And the rating firms that were paid millions of dollars,
too, would give him the benefit of the doubt. That is the problem.
And by the time it comes to light, you have no alternatives.

Enron might have been able to be saved, it really could have, if
the problems came to light a year or 2 years earlier. You know, we
rated it and we downgraded the company. But by the time S&P,
Moody’s, and Fitch cut it from investment grade to noninvestment
grade, they had 4 days before filing for bankruptcy. Basically the
bankruptcy attorneys were already in there drafting the papers.
There had just one firm that they could deal with, and that is
Dynergy. If that deal went away, there is nobody else. That is a
real problem.

It is like a child. If you have a child that has a speech impedi-
ment, you are better off taking that child to the speech therapist
and getting them on the right track so they are not criticized in
school. Or if you have a child that has a music talent. Give them
the extra instruction, do it early. And it is not being done right
now. And it is because of the SEC’s approach to this industry
which has had the effect of severe limits on competition.

Ms. CORBET. Senator, to your original question, we also sup-
port—and I think what you have heard collectively across all the
participants and more broadly throughout the market—increased
competition, and we believe we can get there through more trans-
parency in the designation criteria and the process. And indeed,
with rating agencies that either focus on specific areas or geo-
graphic areas, we think the opportunity for them to compete is po-
tentially very good.

Senator STABENOW. Thank you, Mr. Chairman.
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Chairman SHELBY. Senator Hagel.

STATEMENT OF SENATOR CHUCK HAGEL
Senator HAGEL. Mr. Chairman, thank you.
I wanted to go back to a point that Senator Sununu raised on

GSE’s, and then we will move on to a couple of other areas. But
one of the specific points that I wanted to cover is this—and I
think, Ms. Corbet, you were the only one of the three rating agen-
cies that responded to Senator Sununu’s question. But in the past
few months, all three of the major rating agencies placed Fannie
Mae’s subordinated debt and preferred stock on watches or out-
looks, for possible downgrades. But yet all three rating agencies
continued to reaffirm Fannie’s AAA rating, AAA ratings with long-
term debt with a stable outlook.

Why is that? Is that because of the implied Government backing?
Or why would that be the case if you would put them on a watch
or an outlook but continue to list them as AAA credits? And you
mentioned to some extent, Ms. Corbet, why Standard & Poor’s
would do this. But in light of the specific rating you have given
them, explain, if the three of you would, why that would be the
case. Would you do that with some other company? For example,
Fannie Mae has a situation, which we all now know, of $9 billion
of income restatement. I do not know if you consider that serious.
I do.

Ms. CORBET. Indeed.
Senator HAGEL. But yet you still have them as a AAA rating.

Now, there may be justifiable reasons for that, but would you ex-
plain to this poor Senator?

Ms. CORBET. Sure.
Senator HAGEL. Thank you.
Ms. CORBET. Thank you, Senator. Indeed, after reviewing the sit-

uation involving the senior unsecured debt of the GSE’s, indeed, we
combined now both the financial strengths of the GSE’s with the
degree of confidence that we had in the Government support. In-
deed, after going through our evaluation and the ratings process,
the rating committee concluded that while it no longer had the
highest degree, which it had earlier, it did have some degree of con-
fidence that a combination of both the financial strength of the
GSE’s—and I would point out we do not—on a financial strength
basis, we do not have them as AAA. We have them as AA minus,
combined with the Government support or degree of confidence in
the Government support, resulted in an affirmation of the ratings
at AAA, and we hold that view today.

Senator HAGEL. So it just essentially meets the threshold, as you
said, some degree of confidence.

Ms. CORBET. Correct.
Senator HAGEL. So that merits AA minus.
Ms. CORBET. On financial strength alone, we have published our

opinion that the GSE’s, Fannie Mae and Freddie Mac, would be AA
minus for their senior unsecured debt.

Senator HAGEL. Thank you. Mr. McDaniel.
Mr. MCDANIEL. It is very important to our thinking to consider

the status of the GSE’s and their relationship to the Government,
their strategic position and role in housing finance policy, and
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those are critical supports to why we have a AAA rating on Fannie
Mae and Freddie Mac and why that is a stable outlook from our
perspective.

Senator HAGEL. A $9 billion income restatement does not trouble
you that much?

Mr. MCDANIEL. Not for the GSE’s given, as I said, their Govern-
ment-sponsored status and their strategic position in the housing
market. That is correct.

Senator HAGEL. Thank you.
Mr. Joynt.
Mr. JOYNT. Maybe I could just possibly read this short paragraph

from one of the public releases we made, which I think addresses
the issue:

Importantly, the subordinated debt and preferred stock of Fannie and Freddie, re-
spectively, are primarily based on their stand-alone financial profiles and prudent
management of risks. Their AAA senior debt ratings reflect the benefits they receive
from their GSE status, principally with access to capital markets and favorable pric-
ing. Their GSE status is an extension of the role that Government has played in
all areas of social interest, a role that Fitch believes will not be changed by the leg-
islative and regulatory proposals under consideration.

Senator HAGEL. All right. Thank you.
I would like to ask each of you very quickly the issue of trans-

parency. Starting with you, Mr. McDaniel, in answer to Senator
Stabenow’s question about, I think you said, supporting greater
transparency in the process. How are you doing that? Isn’t it a re-
ality that lack of transparency cuts to the credibility and the reli-
ability of ratings organizations? What have you done, what are you
doing? And why don’t, for example, your agencies develop public—
any methodology or how you get to where you are with these rating
agencies? Can you start there and give us some brief answers? I
know there are no brief answers, but if you could in the interest
of time—and I would like to hear from all of you because I think
the transparency issue is pretty critical here. And you said you
think it is important for the process, but what are you doing?

Mr. MCDANIEL. We certainly agree that lack of transparency un-
dermines credibility and reliance on rating agencies. Among the
things that we are doing, we publish and make available on our
website all of our rating methodologies. We have rating methodolo-
gies for all industries and sectors that Moody’s rates. We have
added to our research specific commentary that says what will
move the ratings up and what will move the ratings down.

When we are considering changing methodologies, we are now
publishing on a request for comment basis from the market our
thinking about the reasons for the change and seeking the best in-
formation we can from the best thinkers in the marketplace about
what would most inform a change in methodology before we are
implementing that.

I think those are probably three of the most important things we
are undertaking. As I mentioned earlier, we have been, since 2003,
publishing on a quarterly basis our ratings performance so that can
be judged for accuracy and stability.

Senator HAGEL. Thank you. Mr. Kaitz.
Mr. KAITZ. To the extent that Mr. McDaniel has laid out that

they are looking at publishing methodologies, we commend that.
That is something, I think, that we feel very important, especially
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those of us that are—we represent the issuers of debt, but we also
feel this is something that the other rating agencies need to do as
well as part of the process.

Senator HAGEL. Mr. Joynt.
Mr. JOYNT. I think that was a quote from a reporter, and actu-

ally I think that may not be representative of the market view. I
think the market view is that rating agencies have been very
transparent over time. We also have published our criteria on all
areas of ratings consistently for 15 years. I am surprised by that
comment. On individual company credits, individual
securitizations, we put our information also on the Web, freely
available, so I think we are actually quite transparent.

Senator HAGEL. Thank you. Mr. Harada.
Mr. HARADA. Yes, Senator, R&I also discloses almost all the cri-

teria and the methodology at the website so that everybody can
check and can read our methodology, and if such methodology
might be changed, very soon we disclose such change, and we also
disclose all of the outcomes of our rating performance. We disclose
every material with which every outsider can check our rating per-
formance.

Senator HAGEL. Thank you. Mr. Green.
Mr. GREEN. Senator, the Bond Market Association completely

supports transparency of the methodology and consistent applica-
tion of that methodology, as well as communicating as quickly as
possible any changes in the methodology, keeping in mind, though,
that we also need to make sure that there is enough flexibility for
rating agencies to adapt to differing markets and new products as
quickly as possible, too. But transparency is very, very important
to the marketplace.

Senator HAGEL. Thank you. Mr. Egan.
Mr. EGAN. We provide issuers with the supporting materials for

our ratings. Typically, we get a lot of grief from those issuers where
we are different, significantly lower than the other rating firms.
That is normally not the case. In fact, we have been more bullish
than the other rating firms for the past 21⁄2 years or so. But they
will take issue with the ratings we assign. We give them what our
projections are and explain why we assume these different things.
They offer to provide us with inside information. We say we do not
want that, in contrast to the other rating firms. We want it to be
released to the market, and then they can give it to us. So we pro-
vide all the support that they need on how we base our ratings de-
cisions.

Senator HAGEL. Thank you. Ms. Corbet.
Ms. CORBET. Transparency is critical. We publish our ratings

methodology, our criteria, our default and transition studies, and
we also publish any changes in methodology.

Senator HAGEL. Thank you, Mr. Chairman.
Chairman SHELBY. Senator Corzine.

STATEMENT OF SENATOR JON S. CORZINE

Senator CORZINE. Thank you, Mr. Chairman. I have a statement
for the record which I would like to submit. That statement deals
with opaque or transparent issues, barriers to entry, lack of over-
sight on the SEC, which I will follow on in a question, and also po-
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tential conflicts. I am also just a little worried about asking tough
questions. If you ever show up as someone who is responsible for
asking for a rating, you might get in trouble with these guys. The
conflict works both ways.

The questions I have are really three parts, and different ones
of you will work. First of all, I think it is the Investment Company
Act that is the governing statute with regard to oversight of the
rating agencies. Is that how you all understand it? Is there any
pattern, regular or random, of the SEC or other regulatory authori-
ties ever coming in and checking the kinds of questions that one
might ask about whether your ratings actually match up or you are
actually following through on the calculations that you make? Is
there any outside observer to the processes that go on?

The second question I have, really on an entirely different issue
but an important one, I would love to have people’s written re-
sponses if they do not have time to answer here. Do any of you be-
lieve that requiring stock options to be expensed is a sound policy
and one that allows you to have a sense of the underlying economic
fundamentals of a company? Or are you handicapped if that were
not the case? I would love to hear your views on that.

And third, I have a particularly parochial question. A number of
you—S&P, Moody’s, and Fitch—I believe all decided to opine on
New Jersey’s Homeownership or Predatory Lending Act that was
implemented, signed into law in May 2003, and I just want to clar-
ify that after some toing-and-froing that you all think this is an act
which is not inhibiting markets and it is on sound footing. I would
be more than happy to accept that in written form, but I want to
make it clear there continues to be a debate in my State about
whether the Predatory Lending Act is too far reaching, somehow
handicapping mortgage markets. And I think you all, either in pub-
lic writing or other, have said that you are satisfied with where the
law is, but I would like to hear it.

So, first of all, I will go through and ask on the oversight process,
because I think it is the most general of the questions about who
is watching whom and is there any check and balance to the rating
agency activity. Is the SEC doing its job? Stock option expensing.
And then the predatory lending issue, if you have time. I will start
with Mr. McDaniel.

Mr. MCDANIEL. Thank you, Senator. To answer your first ques-
tion, yes, Moody’s does file under the Investment Adviser Act. We
are periodically inspected by the Securities and Exchange Commis-
sion.

Senator CORZINE. When is the last time?
Mr. MCDANIEL. The last time was approximately 18 to 24

months ago.
Senator CORZINE. Not since the WorldCom and Enron scandals?
Mr. MCDANIEL. Yes, it was following Enron, and I think it was

following WorldCom, but I would have to come back to you with a
specific date.

With respect to expensing stock options, Moody’s Corporation,
the parent of Moody’s, does expense stock options.

Senator CORZINE. I would like to know, by the way, when the
previous review by the SEC was.
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Mr. MCDANIEL. I will have to make that available to you. I do
not know when the prior inspection before that was. As I said,
Moody’s Corporation does expense stock options.

In terms of whether the expensing impairs our ability to conduct
credit analysis, I think the question is really not whether the op-
tions are expensed per se, but whether there is enough information
for us to evaluate the cost of the stock options in a company that
we are looking at from a credit rating perspective. So as long as
there is sufficient disclosure to be able to work back to what the
costs are, we are able to work with that.

Senator CORZINE. I take it you think there are real costs.
Mr. MCDANIEL. Yes, we do. Because I am not an expert on the

Predatory Lending Act, I would request that Moody’s submit infor-
mation to you in writing on that.

Mr. KAITZ. Sir, I can give you an opinion on the first question
on the oversight of the rating agencies. Our testimony is pretty
clear on this. We believe it is wholly inadequate. It has been 10
years since the SEC has taken any action, and it is time for them
to do something. So we hope that this hearing is the start of the
Senate taking some firm action, to get the SEC to act on oversight
of the rating agencies.

On the other two issues I have no opinion.
Mr. JOYNT. On the first question, I do not believe there is an-

other regulatory body that would come in and inspect us in any
kind of way, at least not in the United States. However, we have
frequent contact with people that use our ratings, like the Federal
Reserve and the FDIC, where they expect us to come present to
them and talk to them about how we run our business and also,
of course, our opinion on many important issues to them. Outside
of the regulatory framework, we would do the same thing in the
United States and everywhere with important institutional inves-
tors. So, I think there is a lot of public market scrutiny of us, if
it is not directly a regulatory response. And then, of course, inter-
nationally, more international regulators have become involved in
meeting with the rating agencies, in the United Kingdom the FSA
and in France, their regulatory body as well, and others, as a part
of the IOSCO process, the securities regulatory process, CESR
process that was mentioned earlier, and then individually as well.

Senator CORZINE. When is the last time you have had an SEC
review?

Mr. JOYNT. I do not have that information, but I will be happy
to provide it to you.

Senator CORZINE. Actually, the last two would be interesting.
Mr. JOYNT. No problem.
Senator CORZINE. Thank you.
Mr. JOYNT. Again, I am not an expert on the predatory lending

either, and I would be happy to provide written answers on both
the other questions.

Senator CORZINE. Thank you.
Mr. HARADA. As a foreign rating agency, R&I is registered with

SEC as an investment adviser pursuant to the Investment Advisers
Act of 1940, and, if we have a very substantial change of the cor-
porate structure, we will make a report to the SEC under the re-
quirements of the Investment Advisers Act. And apart from such
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kind of contact with the SEC, as the Japanese rating agency we
have very close contact with FSA in Japan with regard to the
IOSCO Code of Conduct Fundamentals, and the recent Basel II for
the capital adequacy requirements as well.

Mr. GREEN. Senator, I think the oversight of the credit rating
agency process is the credibility of the report itself. What is being
bought by either issuer or investor or dealer is the credibility of the
particular rating agency, and that is one reason why we are calling
for greater competition in opening up the designation so that there
is more competition, and that will ensure that the marketplace is
measuring the credibility in a more competitive environment.

We also do believe that transparency of the historical record of
the rating agencies is very important to that process. On stock op-
tions, the Bond Market Association, I do not believe, would nec-
essarily have an opinion, but on the predatory lending issues, there
is no question that we have an opinion. We oppose predatory lend-
ing, but we have opposed the concept of assigning liability, which
creates uncertainty in the securitization process around certain
noninvestment grade lending that goes on across the country. And
we believe very strongly that clarity of the liability is very impor-
tant for underwriters to be able to accept the liability that they are
willing and knowledgeable of accepting, and that has entered into
the credit rating agency process when various States, and in cer-
tain cases localities, have passed various ordinances and statutes
that have created uncertainty in that market process. We have tes-
tified both, I think, before this Committee and certainly before the
House Committee as well on the issue of providing some kind of
national standard so that we can deal with the predatory lending
issue without creating these uncertainties in the marketplace lead-
ing to rating agencies not giving ratings in certain high-cost-loan
situations, which I believe is the case in New Jersey. So it would
be our hope that we could work with this Committee in trying to
adopt some standard that helps deal with this issue.

Senator CORZINE. Mr. Green, I believe that my point was that I
think the law was modified to deal with the assignee, not to the
perfection of everybody’s wants but in a way that the rating agen-
cies were comfortable. And that is what I want to get on record,
because it does set a pattern that we can discuss when we deal
with it on a national level, if that were, in fact, the case.

Mr. EGAN. We are not a registered investment adviser. We have
advised the SEC that if we are awarded the NRSRO designation—
also, we think of it as the ‘‘no room/standing room only.’’ That is
the only way I can remember it quickly. But we would register.

We do, however, have some outside observers regarding the qual-
ity and timeliness of our ratings. In fact, there have been two re-
cent independent studies. One was conducted by the Kansas City
Federal Reserve Board, and I quote from it: ‘‘Overall’’—and they
wanted to know is there stickiness at the investment grade versus
noninvestment grade level, and they said, ‘‘Overall, it is robustly
the case that S&P regrades from BBB minus’’—which is the lowest
rung of investment grade—‘‘moved in the direction of EJR’s earlier
ratings. It appears more likely that this result reflects systematic
differences between the two firms’ rating policies than the number
of lucky guesses by Egan-Jones Ratings.’’
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And then there is another study, a joint one by Stanford and the
University of Michigan. This is in my written testimony. ‘‘We be-
lieve our results make a strong case that the noncertified agency’’—
Egan-Jones—‘‘is the leader, and the certified agency’’—Moody’s—‘‘is
the laggard.’’ We have huge competitive pressures on us. S&P,
Moody’s, after they failed with Enron and WorldCom, Moody’s op-
erating income over the last 4 years has grown about 250 percent.
They do not have the pressures. We do, and we have to get to the
truth quickly, and it shows it with these independent studies.

Your other question—expensing stock options, we do not care.
We can handle it either way. We are sophisticated enough to deal
with it, and I do not have a comment on the predatory lending
practices.

Ms. CORBET. Senator, to your original questions as well, we are
governed by the Investment Advisers Act, and the last SEC inspec-
tion was in 2002, but it was post-Enron, and we will get back to
you as the previous review. That said, we often talk to the SEC
about our policies and procedures and subjects covered by any and
all inspections.

On the point regarding stock options, we do view them as costs,
and they are taken into consideration in terms of our credit anal-
ysis.

And, finally, we, too, would be willing to submit a written form
of our view on predatory lending and particularly the New Jersey
statute.

Senator SARBANES. [Presiding.] I think we have two Members
who have not yet had a first round.

Senator BUNNING. That is correct.

STATEMENT OF SENATOR CHARLES E. SCHUMER

Senator SCHUMER. Thank you, Mr. Chairman, Mr. Ranking
Member—Mr. Acting Chairman.

[Laughter.]
Senator SARBANES. Do not get carried away.
Senator SCHUMER. I hope soon we will strike that ‘‘acting’’ and

get rid of the adjective.
Anyway, I want to thank everyone for their testimony. I just

want to make a brief statement and then ask a few questions.
I appreciate the opportunity to examine the credit ratings indus-

try. I think that is a good idea. Many of the companies we are talk-
ing about have been around for close to a century. They provide a
vital service to our capital markets by sharing their opinions on the
credit worthiness of a particular company or the risk of default on
a security. These companies aid small and large investors alike in
making informed decisions to better serve individual investment
needs.

I understand that some concerns have been raised regarding the
transparency surrounding the ratings process and the information
that rating agencies make available to issuers and the public at-
large. I have always believed in transparency and disclosure. These
elements are fundamental to every industry, and so I am joining
others here in encouraging the SEC to develop an oversight regime
that clarifies the steps needed to be taken to provide greater trans-
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parency, but I do believe this must be done with a level of care to
ensure that the responsible regulatory policies are put in place.

While I do support regulation, I have to be clear I do not support
the SEC altering the business model or the rating products that
these companies utilize. The regulation of these entities should not
mean dictating the content of their businesses. Credit rating agen-
cies serve a special purpose to the capital markets, providing rel-
evant information in the form of opinions to contribute to fair and
efficient markets.

Looking at regulatory policies, as we do that, it is important to
remember that these companies are just, you know, these compa-
nies do just that—give their opinions. I strongly oppose an over-
sight structure that would allow market participants to sue in the
event that they disagree with the ratings or a company fails to live
up to that rating. I think that would be a mistake.

I will end here. I look forward to hearing the SEC’s plans for the
credit rating agencies. I hope they will move more quickly than
they have so far. And while I have not had a chance to speak at
length about the issue of competition, I am also interested in how
the SEC plans to encourage more competition in an industry that
provides an important service to our capital markets.

My first question is for you, Mr. McDaniel. You stated in your
testimony, as high-profile corporate frauds in recent years have
demonstrated, if issuers abandon the principle of transparency,
truthfulness, and completeness in disclosure, neither rating agen-
cies nor any other market participants, including regulatory au-
thorities, can properly fulfill their roles.

I agree with you, obviously. I have always believed disclosure is
vital to any industry’s success. In light of the recent corporate scan-
dals, from Enron to WorldCom, we have seen the firsthand dangers
of nondisclosure. What specific steps has your company taken to
improve the quality of information you receive from companies in
order to conduct responsible rating analysis. Obviously, some of
these companies sent you false information. I do not blame you for
that. That is really not ultimately your job, but what are you doing
to assure that that does not happen again?

Mr. MCDANIEL. Thank you, Senator.
The most critical action we have taken in the post-Enron envi-

ronment, in order to try and better vet the information that we are
receiving from companies, is what we call our Enhanced Analysis
Initiative. We have hired over 40 specialists in, accounting finan-
cial disclosure, off-balance sheet risk transference, and corporate
governance, who do not have separate rating responsibilities for
companies. Their job is to sit alongside our credit-rating analysts
in meetings with the companies, and outside of meetings with the
companies and provide their particular expertise to demonstrate
and find better insight into the information we are receiving to ask
more probing questions about the information we are receiving
and, as a result of that process, hopefully, to find more vulner-
abilities in the information we are receiving.

Senator SCHUMER. Would you like to answer that, Ms. Corbet?
Ms. CORBET. Sure, Senator. Thank you.
As well, Standard & Poor’s has also expanded a number of initia-

tives, in terms of analytical information. They include additional
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specialized forensic accounting expertise, which includes new chief
accountants in both the United States and in Europe.

Also, we have, at the request of investors, expanded our liquidity
analysis and our recovery assessment and have published it in our
ratings analyses.

We have, also, enhanced the use of quantitative tools and models
in both the ratings and the surveillance process, and we have in-
creased our commentary on issuers and industry sectors.

Senator SCHUMER. Mr. Joynt.
Mr. JOYNT. We, also, have hired additional expertise, and cen-

tralized in our credit policy and credit research area, a function
that allows us to look across all the analytical areas and make sure
that we are consistently seeking all the best-quality information.

I think there are two parts to the information. One is publicly
disclosed information. We have been encouraging deeper and wider
public disclosure of information. And the other is our own ability
to go in and meet with companies and collect information on our
own. So we have materially strengthened our training from the top
to the bottom of the analytical organization, so that when we have
the ability to go interview companies, we can screen and interview
better than ever.

Senator SCHUMER. Next question. Mr. McDaniel, there has been
some talk here about what happened with MCI.

Senator SARBANES. Why do we not take that question——
Senator SCHUMER. I do not mind waiting. Jim has been waiting.
Senator BUNNING. Fine. I have been waiting a while.
Just so there is no misunderstanding about the question I was

asking, I am going to ask all of you to respond in writing.
Do any of your company’s officers or employees sit on any cor-

porate boards or Government boards or agencies like the NASD,
like the New York Stock Exchange, like Nasdaq, like the SEC? And
I would like that information for the past 20 years.

Senator SARBANES. Do you include directors within the phrase-
ology of officers and employees?

Senator BUNNING. Officers and directors.
Thank you very much, Mr. Chairman.
Chairman SHELBY. [Presiding.] I have a few questions. Ms.

Corbet and Mr. Joynt, I will direct it to you, and then anybody else
can comment if you want to.

Recent press accounts have detailed the practice of rating agen-
cies providing unsolicited ratings to issuers. The ratings agency
will issue an opinion based on publicly available information, such
as SEC filings, without talking to the issuer or reviewing relevant
confidential information. If a ratings company can issue an opinion
without the issuer’s permission and cooperation, then what is the
incentive for an issuer to pay for a rating? How does an unsolicited
rating benefit investors if it is not based on complete information?

Ms. Corbet.
Ms. CORBET. Thank you, Senator.
Indeed, as a publisher of information, we will rate and issue,

without request, if really two factors; the first, if there is meaning-
ful market interest, and this largely depends on——

Chairman SHELBY. And how do you define that.
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Ms. CORBET. This largely is defined on terms of size and signifi-
cance of the issue.

Second, if there is adequate public disclosure to support the ini-
tial analysis and then the ongoing surveillance. Just to qualify, it
does not necessarily mean that there is not communication with
the issuer or discussion with the issuer. We do believe that the
market benefits from our objective opinions even if we are not paid.
And we will always indicate in our credit opinions when a rating
is unsolicited.

Typically, in developed markets, where ratings are well-accepted,
unsolicited ratings are a very small percentage of the overall busi-
ness, but entry into new markets and new asset classes largely
start with unsolicited ratings.

Chairman SHELBY. Mr. Joynt.
Mr. JOYNT. We have had a program of initiating Fitch-initiated

ratings, also, for issuers or issues we feel have significant interest
to the investor community broadly or investors that are interested
in Fitch’s opinion.

I think regarding the quality of the rating, we can rely on the
public disclosure as being adequate for a reasonably knowledgeable
bond rating agency to reach a good conclusion in almost all situa-
tions. So, if we did not feel like we had enough public information
to be able to arrive at what we thought was a reasonable rating
conclusion, we would not issue or initiate a rating.

It is true that we feel there is significant benefit from meeting
with management. We call management and ask to meet with
them, but it is not required to meet with management nor to reach
a reasoned conclusion.

Chairman SHELBY. But your information would be incomplete.
Mr. JOYNT. Pardon me?
Chairman SHELBY. Your information would not be complete,

would it?
Mr. JOYNT. I think, if the public disclosure of information compa-

nies in the United States that we expect investors to be able to
make their own conclusions based on that being adequate disclo-
sure, I would think that we would be knowledgeable enough to
reach a reasonable conclusion.

Chairman SHELBY. Mr. Egan.
Mr. EGAN. This is a very subtle area, and it is important that

it be understood properly.
Chairman SHELBY. Lay it out, then. Take your time.
Mr. EGAN. I will not hesitate. None of our ratings are solicited.

We do not get paid by the issuers. They do not come in and solicit
it, and we do not want to get paid. They have offered to pay us,
and we say, no, we do not want any payment from issuers. Again,
that is a conflict of interest.

And so we rely on public information. Companies offer to provide
us with nonpublic information, but there are two problems with
that: Number one, it does not help us in getting to the rating on
a timely, accurate basis and, number two, it increases our liability;
that is, we worry about how that information is used. In the case
of the auto companies, they said we will give you the whole slew
of nonpublic information, and we said, no, make it public and give
it to us, and we would be happy to review it. So that is one aspect.
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The second aspect is, with the firms that get most of their com-
pensation from issuers which is S&P, Moody’s, Fitch, and DBRS,
we have some real problems with their approach to this area. And
it was detailed in a November 24 article in The Washington Post.
I refer to this as the ‘‘hobnail boots’’ approach to marketing. It goes
through how, in the case of Hannover Re, Moody’s was not paid by
Hannover Re. S&P was paid. And Moody’s went to Hannover Re
and said, ‘‘We are going to rate you. You do not have to pay us,
initially, but we would appreciate it if you did.’’

And Hannover Re said, ‘‘No, we do not have any need for it at
all. Moody’s rated them.’’

And they went back another 6 months later.
Chairman SHELBY. Did they get a good rating?
Mr. EGAN. They got an okay rating. It was one notch below S&P,

but it did not stay there. They went back 6 months later, ‘‘Please
pay us,’’ and Moody’s took a negative action. They went back an-
other 6 months later and said, ‘‘Well, we have new people. Please
pay us again.’’ They did not get paid. They took another negative
action, and another negative action, and another negative action all
the way to the point where they are noninvestment grade. This is
Hannover Re. They are still rated at investment grade by S&P.

Finally, Hannover Re said, ‘‘This is absolutely ridiculous. It is
hurting our stock price, and so we will pay you Moody’s.’’

Chairman SHELBY. Did the rating improve after they paid them?
Mr. EGAN. I think they put it on positive outlook and I think

they are heading up.
Senator SCHUMER. So it improved.
Mr. EGAN. It improved, and nothing else major had happened in

the meantime. And I am sure, if you speak to the analysts, they
will say, well, four things happened here, there and there, but the
reality is nothing really happened. So, I refer to it as the ‘‘hobnail
boots’’ approach because, again, there is no place else to go. S&P
and Moody’s have incredible influence in the marketplace, and they
are using this unsolicited rating process to extend their monopoly.
It is different in our case or in other firm’s cases that are not paid
by the issuer.

So, when you are handling this issue, be careful how it is ap-
plied. In the case where the companies are regularly getting paid
by the issuer, they will abuse it.

There is another case where they abused it, where they had a
rating, and this is in the case of Allied Signal. Allied Signal ac-
quired a company, Grimes Aerospace. It had a rating, but Allied
Signal wanted to buy in those bonds cheaply, and so it asked the
rating firms to withdraw the rating on Grimes, so that they could
buy the bonds more cheaply. That is if there is not a rating, there
were a number of institutions that cannot hold it. We rated it to
help out those investors, but we do not have the market power of
S&P and Moody’s. So the corporation was able to buy the bonds
more cheaply than they would have. So it is amazing the steps that
they go through to enhance their business position.

Chairman SHELBY. Mr. Harada, do you want to come in here?
Mr. MCDANIEL. Mr. Chairman.
Chairman SHELBY. Just a minute. I will get to you.
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Mr. HARADA. As far as the rating of R&I is concerned, in prin-
ciple, we do not to carry out any unsolicited rating. In principle, we
are now conducting solicited rating.

But there is same possibility that we might conduct some unso-
licited ratings. Because, if there is some very influential issuers
that exist, and also they disclose very substantial degree of infor-
mation, and if the investors have strongly asked us to rate this
very big corporation in that case, although it is a very much excep-
tional case, we might carry out such an unsolicited rating, but we
have not yet such concrete example at this moment.

Chairman SHELBY. Thank you.
Mr. McDaniel, you wanted to comment.
Mr. MCDANIEL. Yes, Mr. Chairman. I just wanted to point out

that the information that was just communicated with respect to
Hannover Re was not accurate, and I think that the Committee
should be aware of that.

Chairman SHELBY. Corrected. Corrected.
Mr. MCDANIEL. We had a solicited rating relationship, a paid re-

lationship with Hannover since 1999. We did not downgrade any
of Hannover’s debt until 2001, and there was never any linkage be-
tween paying and the maintenance of ratings at any level. That
would be a violation of our ethics. It would be subject to severe
sanction, in my opinion dismissal, of any individual who did that.

Senator SARBANES. Was your rating of Hannover, the initial rat-
ing solicited or unsolicited?

Mr. MCDANIEL. The initial rating was unsolicited.
Senator SARBANES. And when was that?
Mr. MCDANIEL. In 1998.
Senator SARBANES. So you started rating them on an unsolicited,

unpaid basis; is that correct?
Mr. MCDANIEL. They received a financial strength rating on an

unsolicited, unpaid basis in 1998. They decided, through Hannover
Finance, to access the bond markets, in 1999, and approached
Moody’s for a rating, which we gave.

Senator SARBANES. And they paid.
Mr. MCDANIEL. Yes.
Senator SCHUMER. Wait. Let me just make that clear, if I might.
Chairman SHELBY. If I could, let Mr. Kaitz, and then I will call

on you, Senator.
Mr. KAITZ. Obviously, they have to answer these questions, but

this is clearly an issue that needs to be addressed by the SEC. You
only have three rating agencies.

They have no place else to go. We represent the issuers. The rea-
son I am testifying here today, as the President and CEO, is be-
cause there is not anyone in our organization who is going to get
up here and testify and be concerned about what is going to hap-
pen to their bond rating. I mean, this is a serious issue here that
has to be addressed. We need transparency. When these are unso-
licited ratings, the public needs to know they are unsolicited rat-
ings because they only have access to public information.

So there are a lot of issues involved here where, hopefully, either
the Senate is going to get involved or the SEC really has to clarify
this issue.

Chairman SHELBY. Senator Schumer.
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Senator SCHUMER. What Mr. Egan said is very serious. So, what
you are saying is you gave an unsolicited rating in 1998. They then
paid you in 1999.

Mr. MCDANIEL. For a different bond rating.
Senator SCHUMER. Bond rating.
Mr. MCDANIEL. They had a financial strength rating in 1998.
Senator SCHUMER. And your rating went down after they paid

you, not up.
Mr. MCDANIEL. In 2001, that is correct.
Senator SCHUMER. So are you alleging that——
Mr. EGAN. The article——
Senator SCHUMER. Wait. Let me just ask the question because

this is serious stuff, and it is easy to throw it around. You are a
competitor of theirs.

Mr. EGAN. Right.
Senator SCHUMER. And you want to break into the big leagues

and so let us make sure——
Mr. EGAN. We are already there.
Senator SCHUMER. Okay. You want to break into the bigger

leagues.
[Laughter.]
Again, this is serious.
Mr. EGAN. Right.
Senator SCHUMER. Are you alleging that they change the rating

based on whether they were paid or not?
Mr. EGAN. I am referring to a November 24, 2004, article——
Senator SCHUMER. I am not asking what The Washington Post

wrote, okay? I am asking because we all deal with reporters all the
time.

Senator SARBANES. Especially Senator Schumer.
Senator SCHUMER. Especially me, exactly.
[Laughter.]
Senator SARBANES. I could not resist that.
Senator SCHUMER. I am serious here. I am happy to deal with

reporters. I want to know are you, Mr. Egan—you did not mention
The Washington Post article——

Mr. EGAN. I certainly did.
Senator SCHUMER. When you gave your little peroration here

about this company——
Mr. EGAN. You can check the record. I did say the November 24

article of The Washington Post. I have a copy of the article right
here.

Senator SCHUMER. Yes, I have it in front of me, too.
Mr. EGAN. We were not directly involved in Hannover Re.
Senator SCHUMER. Right.
Mr. EGAN. We were directly involved in Allied Signal and

Grimes——
Senator SCHUMER. I did not ask that. I am asking you, in Han-

nover Re, are you alleging that the payments that were made af-
fected the rating, are you, Mr. Egan, of a competitive company?

Mr. EGAN. I am referring to——
Senator SCHUMER. I did not ask what you are referring. I asked

are you alleging that? You are a rater. You know these things. You
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have a pretty sharp view of this, and I understand that. That is
capitalism.

Mr. EGAN. Right.
Senator SCHUMER. But I am asking you are you alleging that the

payments affected their ratings, yes or no?
Mr. EGAN. I will respond in this way. We were not involved in

Hannover Re. When I started, when I raised this issue, I referred
to The Washington Post. I can say that there have been many in-
stances where it is hard to draw the conclusion that the payments
do not affect the rating.

The latest example of this was a—well, there are constant exam-
ples of it, and you do not have to follow the market for very long.

Senator SCHUMER. But I listened to you, and it seemed to me
pretty clear that you were saying this happened, this happened,
and you were implying that there was a relationship. That was my
sitting here. I heard your whole statement.

Mr. EGAN. It is hard to draw anything else.
Senator SCHUMER. But now you are not saying that there was a

relationship.
Senator SARBANES. You do not know.
Senator SCHUMER. You are saying you do not know. That is

right.
Mr. EGAN. No. It would be difficult to draw any other conclusion,

when they were not paid, and then all of a sudden they were paid,
they were not paid, and they took a series of negative actions, and
the other rating agency did not take the negative action, that there
is a high probability that the payment had something to do with
it. And I was referring to The Washington Post article.

Now, there have been other instances where it is difficult to draw
the conclusion, when they are getting paid millions of dollars for
ratings, they delay in taking an action, that that does not have
some impact, despite all the Chinese Walls and everything else.

In fact, in the case of the equity research analyst, that was the
core issue, that they were getting paid via investment banking fees,
was it Citigroup and Salomon Brothers were getting paid, via in-
vestment banking fees, for a much more bullish opinion than what
they truly believed. That is the core issue here.

Senator SCHUMER. Yes, it is the core issue, and the bottom line
is you are saying you have no proof of it. You just think it might
occur; is that fair to say?

Mr. EGAN. It would be hard to draw any other conclusion based
on the evidence.

Senator SCHUMER. Do you agree with that, Ms. Corbet, about
what Moody’s did on——

Mr. EGAN. No one else will who is getting paid on the other side.
Senator SCHUMER. Yes, okay.
Go ahead. Do you agree?
Ms. CORBET. No, I do not agree.
Senator SCHUMER. Could you explain that.
Ms. CORBET. Well, I think Mr. McDaniel outlined specifically

that rating downgrades actually happened after they were paid.
Senator SCHUMER. After they were paid, yes. I do not get it.
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Mr. EGAN. I referred to the article, and it suggests that it was
not getting paid after. You, also, have to be careful about what rat-
ing is paid——

Senator SCHUMER. Mr. McDaniel, were you paid in 1999 by this
company?

Mr. MCDANIEL. Yes, we were paid for the bond rating.
Senator SCHUMER. And did you then lower their rating on what-

ever it was after that?
Mr. MCDANIEL. Let me be as clear as I can. We had two ratings

outstanding, a financial strength rating and a bond rating. The fi-
nancial strength rating was initially assigned on an unsolicited
basis and remained an unsolicited rating. The bond rating was as-
signed on a solicited basis or a requested basis, and both ratings
continue to be outstanding, both ratings were downgraded in 2001.

Senator SCHUMER. So why did you not mention that, Mr. Egan?
Mr. EGAN. I was referring to——
Senator SCHUMER. When you went through your little litany, you

did not mention that the same company, after they were paid,
downgraded the rating. You said they upgraded it after they were
paid probably later, right, in 2003 or something?

Mr. EGAN. This is an issue. Let me read from The Washington
Post.

So we told Moody’s, ‘‘Thank you very much for the offer. We really appreciate it.
However, we do not see any added value,’’ said Herbert Haas, Hannover’s Chief Fi-
nancial Officer at the time. As Haas recalled it, a Moody’s official told them, if Han-
nover paid for a rating, it could have a positive impact on the grade.

This is from The Washington Post.
Haas, now Chief Financial Officer at Hannover’s parent company, Talanx AG,

laughed at the recollection. ‘‘My first reaction was this is pure blackmail.’’ Then, he
concluded that, for Moody’s, it is just business. S&P was already making headway
in Germany and throughout Europe in rating the insurance business. Moody’s was
lagging behind and Haas thought Hannover represented a fast way for the credit
rater to play catch-up. Within weeks, Moody’s issued an unsolicited rating on Han-
nover, giving it a financial strength rating of Aa2, one notch below that given by
S&P. Haas sighed with relief. Nowhere in the press release did Moody’s mention
that it did the rating without Hannover’s cooperation, but Haas thought it could
have been worse.

Then, it got worse. In July 2000, Moody’s dropped Hannover’s rating outlook from
stable to negative. About 6 months later, Moody’s downgraded a notch to Aa3.
Meanwhile Moody’s kept trying to sell Hannover its rating service. In the fall of
2001, Zeller, Hannover’s Chairman, said he bumped into a Moody’s official at an in-
dustry conference in Monte Carlo and arranged a meeting for the next day at the
Cafe de Paris. There, the Moody’s official pressed his case, pointing out that the an-
alyst who had been covering Hannover, a man whom the insurer disliked, had left
Moody’s. Zeller still declined Moody’s services.

Senator SCHUMER. But they were paid by this company in 2001.
Is that not the point? You are going on after this, but they were
paid at some point. They were not, I mean, do you want to respond,
Mr. McDaniel?

Mr. EGAN. This article suggests that it was not paid.
Senator SCHUMER. Let us get the truth.
Mr. EGAN. It has, ‘‘Two months later—’’
Senator SCHUMER. Wait. Let us get the truth. Excuse me.
Mr. EGAN. ‘‘Two months later, Moody’s cut the insurer’s ratings

by two notches.’’
Senator SCHUMER. Excuse me. Let me just ask Mr. McDaniel.
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Chairman SHELBY. Let us put the article in the record in its en-
tirety.

Senator SCHUMER. Yes. But I just want to give Mr. McDaniel, I
mean——

Mr. MCDANIEL. Perhaps the most constructive thing that
Moody’s can do, I should say, when we read this information in the
Post, we were more concerned, I think, than anybody else because
there were actions alleged in that article that were violations of our
policies, practices, and ethics. I think that perhaps the most con-
structive thing we can do is to submit a written report of our inves-
tigation of that to the Committee, if you would find that helpful.

Senator SARBANES. That is a good idea.
Chairman SHELBY. That would be a good idea. If you do that, we

will accept it.
Senator SARBANES. Mr. Chairman.
Chairman SHELBY. Senator Sarbanes.
Senator SARBANES. Let me just say, Mr. Egan, you, of your own

knowledge, do not know about, I mean, you are just citing a story
in the Post.

Mr. EGAN. Yes, and I said that at the beginning.
Senator SARBANES. All right. I think we should be clear about

that.
Mr. EGAN. I am familiar with Allied.
Senator SARBANES. Yes, a different case.
Mr. EGAN. I was, personally, involved in Allied.
Senator SARBANES. Now, the Chairman has asked for the article

to be put in the record, and I think, Mr. McDaniel, you should be
able to put in whatever report you have——

Chairman SHELBY. Absolutely. Anything you want to put in, we
will——

Senator SARBANES. —that deals with the record.
Mr. MCDANIEL. We conducted an internal investigation, and I

would be happy to make it available.
Senator SCHUMER. I have just one question.
Senator SARBANES. That may lay out a different——
Senator SCHUMER. Excuse me. And did the article—you have

read it—did the article mention that they paid you, rather, in
2001?

Mr. MCDANIEL. No. While I do not recall the whole article, but
I do not know what it said with respect to that.

Senator SCHUMER. Did it, Mr. Egan? You are familiar with it.
Senator SARBANES. If we are going to pursue this, let us be clear

about this. You were getting paid for one rating, but not getting
paid for another rating; is that correct?

Mr. MCDANIEL. That is correct, yes.
Senator SARBANES. That is right. And the rating that was down-

graded was the rating you were not getting paid for?
Mr. MCDANIEL. Both ratings were downgraded.
Senator SARBANES. Both ratings, all right.
Mr. Kaitz, I want to put a question to you. You said earlier that

if you drop the rating system, that would be the worst thing you
could do. And I want you to elaborate on that. I take it what you
mean by that is that those who have already the rating are so far
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ahead of the game that if the ratings were dropped, there would
be no way anyone else could become a competitor; is that correct?

Mr. KAITZ. Yes, Senator, that is correct because the ratings have
been embedded in insurance regulation, mutual fund regulation,
and potentially pension fund. So it is so embedded in regulated in-
dustries, if you did away with the designation, I think it would be
a permanent barrier to competition for anyone to break into that
market.

Senator SARBANES. And then the question is how would some-
body else get into the competitive pool. At the moment, at least
they have maybe a chance to get in the pool by being given the des-
ignation; is that correct?

Mr. KAITZ. Yes.
Senator SARBANES. I take it that is what you are seeking, Mr.

Harada; is that correct? Are you seeking that designation?
Mr. HARADA. Yes, we are seeking the designation.
Senator SARBANES. Yes, and you are seeking it, Mr. Egan.
Mr. EGAN. Yes, and we are also seeking that the industry be

cleaned up, that the conflict of interest be addressed.
Senator SARBANES. Let me ask this question. I want to ask the

people of the panel, anyone who wants to respond to this, do you
think that the SEC has the power and the authority to regulate the
rating agencies?

Mr. KAITZ. Well, the SEC—I hesitate to quote anything from The
Washington Post at this point——

[Laughter.]
Senator SCHUMER. They are sometimes right.
Mr. KAITZ. Yes, I know. It makes me a little bit nervous, but it

appears that they are saying, no.
Senator SARBANES. I want to ask the rating agencies whether

they think the SEC has the authority to regulate them.
Ms. Corbet.
Ms. CORBET. In my view, I think they have the appropriate au-

thority with respect to the NRSRO designations, but we have pub-
licly said that we would like that designation criteria to be more
transparent.

We think that we are not in favor of any additional regulatory
oversight that would increase the barriers to entry or to com-
promise the independence of the ratings process. Furthermore, we
think that any further regulation might have the potential of en-
couraging standardization and deferring the diversity and innova-
tion within the credit rating industry.

Senator SARBANES. So does that mean you think that they can-
not take any measures that affect how you do your activities?

Ms. CORBET. We think that what they currently have in terms
of oversight in the NRSRO designation process is sufficient.

Senator SARBANES. Mr. Joynt, what do you think?
Mr. JOYNT. As a technical matter, I am not sure whether they

have the authority, but we would be fully—and have been—respon-
sive to all requests for information, changes in our practices. We
have had open discussion and dialogue with them.

Senator SARBANES. Mr. McDaniel.
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Mr. MCDANIEL. The Commission, I certainly believe, has the au-
thority to define what a NRSRO is and to identify the standards
that would accompany a NRSRO.

As to the scope of authority in areas of the content of the work
we do, I think that we would work as constructively as we can with
the Commission.

Senator SARBANES. You think they have the authority to effect
that?

Mr. MCDANIEL. I am sorry, sir?
Senator SARBANES. Do you think they have the authority to, in

effect, pass on those practices and establish standards for it?
Mr. MCDANIEL. I believe that they do simply because the NRSRO

designation is a SEC designation, and they determine who is one
and who is not one.

Senator SARBANES. Was it only to determine who is a NRSRO or
can they also affect the practices of an entity that has been so de-
termined?

Mr. MCDANIEL. Well, they could, as far as I understand, they
could determine what the criteria are to be a NRSRO, and if a rat-
ing agency chose not to follow that criteria, it could be de-des-
ignated or delisted.

Senator SARBANES. No, I know. But the criteria to become des-
ignated may differ from overseeing the practices once you have
been designated, otherwise it is a sweetheart deal for you all, is it
not? You get designated. So now you get the special status con-
ferred upon you by the SEC, a rather unique status.

Mr. Kaitz says, well, we cannot drop the designation because, if
you do that, the ones who have already been designated, it is all
theirs. There is no way anyone can compete with them. So we have
to keep the designation, which has given you a very privileged posi-
tion, and I just want to make certain because I think the SEC
needs to move in this area—I think there are some problems, and
they need to address them—that we are then not going to run into
the argument, by those who have been favored by the designation,
who say, well, you cannot really address our practices. I mean, it
would seem to me to almost follow logically that if they can give
you this designation and establish this special status for you, that
encompassed within that grant of a privileged position would be
the authority to pass on your practices to assure that they are ad-
hering to appropriate standards.

Now, do you disagree with that?
Mr. MCDANIEL. I think I would agree with Mr. Joynt that the

matter of technical authority is one that I am probably not best po-
sitioned to opine on, but we would certainly work to adhere to
standards that are promulgated. We have already publicly an-
nounced that we will adhere to the international standards promul-
gated by the International Organization of Securities Commissions.

Senator SARBANES. Do you think the Commission can inspect
your agency in terms of your practices and what you are doing to
be assured and to assure the public that they are proper, objective,
and meeting all standards?

Mr. MCDANIEL. They do inspect us. They have periodically in the
past, yes.
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Mr. JOYNT. Again, whether they have the technical authority, I
do not know, but we are fully responsive to them, and we would
be happy to have them——

Senator SARBANES. I just want to make sure that if the SEC
moves with something, you are not going to then rise up and say,
‘‘Oh, no. You do not have the power or authority to do that.’’ That
is what I am trying to ascertain here today.

Now, I take it, Mr. McDaniel, you would not say that. You would
say, well, they do have it.

What would you say?
Mr. JOYNT. The only question that has come up regarding prac-

tices and outside influence for the rating agencies that I am aware
of is managing or attempting to manage the content of the rating
process itself, which we believe is a pretty important independent
responsibility of ours. And so outside of that, other aspects of the
process, and the number of employees, and the way they would
conduct an inspection or they have so far, and all of the issues they
have presented to us that we have been fully open to, I think I am
comfortable with.

Senator SARBANES. Ms. Corbet.
Ms. CORBET. We cannot opine in terms of what their specific

legal counsel may have advised them as to whether or not they
have authority, but, again, we are subject to inspections currently
by the SEC, and we believe that the current NRSRO designation
process, with the amendments that we support, is sufficient, in
terms of regulatory oversight.

Senator SARBANES. We will see how this develops. We will have
the SEC in here at some point, and we will proceed down the path.
But, obviously, there are a number of problems, which you all have
recognized here at the table.

Senator SCHUMER. Mr. Chairman, I do have one more question.
Chairman SHELBY. Senator Schumer, go ahead.
Senator SCHUMER. It is not related to, but I wanted to get your

opinion. Since you are rating agencies and you give unsolicited
opinions, I wanted to get your opinion on another issue, which is
the Federal budget.

The President released his fiscal year 2006 budget. It projects
that the debt held by the public as a percentage of GDP will rise
and then level off to about 39 percent in 2010. But this is a fun-
damentally misleading budget, in my judgment, because it leaves
off major proposals that we know are going to be in there. Adding
the President’s Social Security proposal, permanent tax cuts, cost
of the war in Iraq and Afghanistan will bring the debt held by the
public to close to 50 percent of GDP by 2015, if not higher.

So here is my question. Deficits are rising, debt is rising, yet ac-
cording to the CBO Director, Mr. Holtz-Eakin, these deficits are
structural, meaning we will not be able to grow our way out of
them.

If a private company were in the same situation as the Federal
Government, with this greatly increasing debt, namely, exploding
debt in the case of a private company as a share of sales, with no
expected future revenue stream to pay back the debt, how would
the leading credit agencies rate it?

Chairman SHELBY. I think that is a hypothetical question.
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Senator SCHUMER. It is.
[Laughter.]
Mr. Chairman, it is becoming less hypothetical.
Chairman SHELBY. I do not think they answer hypothetical ques-

tions—I hope not.
Senator SCHUMER. Any rating agency want to make a comment

on that?
Chairman SHELBY. I will answer it. It will be AAA graded.
[Laughter.]
Senator SCHUMER. Oh, yes. Well, then, Mr. Chairman, I would

urge the SEC not to certify your firm to rate the agencies.
Chairman SHELBY. Well, I am going to be with the Government,

like you.
[Laughter.]
Thank you, Senator.
We will continue to examine the issues here that were raised this

morning. We will hear, as Senator Sarbanes just said, we will hear
from Chairman Donaldson, among others. Credit rating agencies,
such as yours, play a very prominent role in the markets. And it
is important, I think, that we fully understand the range of issues
that confront you and the SEC here.

A couple of things, observations brought up here today: Possible
conflicts of interest—let us be honest with each other—lack of com-
petition. I think those are two things that have to be explored fur-
ther, but that will be another day, but we thank you for the hear-
ing today.

[Whereupon, at 12:41 p.m., the hearing was adjourned.]
[Prepared statements, response to written questions, and addi-

tional material supplied for the record follow:]
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PREPARED STATEMENT OF SENATOR JIM BUNNING

Thank you, Mr. Chairman. I would like to welcome all of our witnesses here
today. I applaud Chairman Shelby for holding this important hearing on the role
of the Credit Rating Agencies in the Capital Markets.

As you know, this is a issue I have been working on for some time. In the Sar-
banes-Oxley legislation I inserted language to direct the SEC to study credit rating
agencies. In light of the events that have happened over the course of the last few
years, I think this is a very important and needs further examination.

Credit ratings have become an important investor tool in the financial markets.
The average American investor relies heavily on ratings that the four Nationally
Recognized Statistical Credit Organizations (NRSCO’s) make. NRSCO’s have special
access to the companies they deal with and they can have private conversations
with companies’ management that analysts cannot have. They can see financial in-
formation about companies that is not public, and SEC exempted them from the
Regulation Fair Disclosure (FD). In short, they have insight into the financial well-
being of a company average investors do not have. The markets expect you to antici-
pate what happens and to also warn people if something is producing a red flag.

As we have seen, in the case of Enron and others, these extra advantages are not
always enough for the NRSCO’s to issue ratings that properly reflect a company’s
true investment value or credit worthiness. I know that NRSCO’s rely heavily on
the information that companies provide them. But, in light of the Enron fiasco, the
NRSCO and the other credit rating agencies have a major obligation to look beyond
what is given to them by any corporation. Also, the average investor has the right
to know what procedures NRSCO’s use to determine a credit rating. Right now,
there is no transparency in the process. For all investors know, you could be pulling
a rabbit out of a hat.

I look forward to hearing from all of our witnesses and getting their opinions and
expertise on the questions facing us.

—————

PREPARED STATEMENT OF SENATOR DEBBIE STABENOW

Mr. Chairman, thank you for holding this important hearing. I look forward to
working with you on many such issues during the 109th Congress.

The role of credit rating agencies in our Nation’s economy can not be overstated.
Like individuals, companies, cities, counties, and States rely on their credit worthi-
ness to determine if they can borrow money and at what interest rate. If there are
problems in the process used to determine creditworthiness, then we should address
them. The matter is too important to be left to fester until a crisis occurs.

The matter that most concerns me today is the possibility that conflict of interests
may exist at the rating agencies—for instance, a rating analyst trading on confiden-
tial information or a rating agency senior executive sitting on a corporate manage-
ment board.

I am also concerned that rating agencies may be billing clients for work they do
not perform. There are reports, for instance, that companies occasionally receive
bills for ratings on upcoming equity and debt issues that they did not request. In
the 1990’s, there were cases in which Michigan school districts were billed for such
unrequested ratings and while compared to corporate ratings these bills may be
small, they represent a big problem to the school superintendent that is trying to
find money in the budget to pay for text books. An unexpected bill of this sort trick-
les down to the taxpayer in the form of higher tax levies for repayment of school
bonds. We clearly have an obligation to do what we can to make sure the system
is working properly and that taxpayers and consumers are not taken advantage of.

I look forward to hearing from our witnesses today, determining what problems
exist, and how we can best address them.

—————

PREPARED STATEMENT OF KATHLEEN A. CORBET
PRESIDENT, STANDARD & POOR’S

FEBRUARY 8, 2005

Mr. Chairman, Members of the Committee, good morning. I am Kathleen A.
Corbet, President of Standard & Poor’s (S&P), a division of The McGraw-Hill Com-
panies, Inc. On behalf of S&P and S&P Ratings Services, the S&P unit responsible
for assigning and publishing credit ratings, I welcome the opportunity to appear at
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this hearing to discuss the important role of credit rating agencies in the capital
markets. By way of background, I joined S&P as President almost one year ago.
While I may be a new face at the table today, I have spent more than 20 years in
investment management where I was responsible for fixed income research and
bond portfolio management for institutional and mutual fund investors. Accordingly,
my comments this morning are based on my perspective as S&P President, as a cap-
ital markets participant and as a former rating agency customer.

Today, I would like to address five topics: (1) S&P Ratings Services’ rigorous and
market-tested ratings process, which is designed to ensure our ratings are objective,
independent, transparent, and credible; (2) S&P Ratings Services’ Code of Practices
and Procedures which, along with other similar measures, addresses potential con-
flicts that may arise in the ratings process; (3) S&P Ratings Services’ responses to
recent corporate misconduct; (4) S&P Ratings Services’ support for greater trans-
parency in the Securities and Exchange Commission’s (the Commission) NRSRO
designation process and for reduction of barriers to entry in the credit rating indus-
try; and (5) S&P Ratings Services’ responsiveness to U.S. and international markets
and regulators with respect to the ratings process.
Background on S&P Ratings Services and the Nature of Credit Ratings

Before turning to these topics, I would first like to provide some background on
S&P Ratings Services. S&P Ratings Services began its credit ratings activities al-
most 90 years ago, in 1916, and today is a global leader in the field of credit ratings
and risk analysis, with credit rating opinions outstanding on approximately $30 tril-
lion in debt representing 745,000 securities issued by roughly 42,000 obligors in
more than 100 countries. S&P Ratings Services has established an excellent track
record of providing the market with independent, objective, and rigorous analytical
information in the form of credit rating opinions. A rating from S&P Ratings Serv-
ices represents our opinion, as of a specific date, of the creditworthiness of either
an obligor in general or a particular financial obligation. Unlike equity analysis, a
credit rating opinion:
• is not recommendation to buy, sell, or hold a particular security;
• is not a comment on the suitability of an investment for a particular investor or

group of investors;
• is not a personal recommendation to any particular user; and
• is not investment advice.

More detail on the nature of our rating opinions is available on our website:
www.standardandpoors.com.

Credit ratings are an important component of the global capital markets and over
the past century have served investors extremely well by providing an effective and
objective tool to evaluate credit risk. Credit ratings provide reliable standards for
issuers and investors around the world, facilitating efficient capital raising and the
growth of new markets. Indeed, credit rating opinions have supported the develop-
ment of deeper, broader, and more cost effective global debt markets. S&P Ratings
Services has made significant contributions to this development by taking credit re-
search into new markets and new asset classes; it is through this process that there
is more information, a wider array of tools for understanding credit risk and far
greater transparency in the marketplace today than ever before.

Critical to a credit rating agency’s ability to serve this role in the market is its
commitment to, and achievement of, the highest standards of independence, trans-
parency and quality. At S&P Ratings Services, these principles are the cornerstones
of our business and have driven our longstanding track record of analytical excel-
lence. Indeed, studies on rating trends have repeatedly shown that our ratings are
highly effective in alerting the market to both deterioration and improvement in
credit quality. For example, over the past 15 years, less than 1 percent of issuers
initially rated in the ‘‘AAA’’ category have defaulted while approximately 60 percent
of those initially rated in the ‘‘CCC’’ category have failed to meet their obligations.
Moreover, out of 36 S&P rated issuers that defaulted in 2004, every one was rated
in speculative grade categories prior to default, and most from inception.
The Credit Rating Process

At the heart of this market-tested and accepted track record is a process by which
S&P Ratings Services arrives at a particular credit rating. Our rating and editorial
process begins with analysts being assigned to a particular issuer. The analysts
gather economic, financial, and other information directly from the issuer, from pub-
lic filings and from other sources deemed to be reliable. As part of our rating proc-
ess, we press issuers to respond to comprehensive questions that help our analysts
develop a full picture of the issuer’s true credit quality. That said, our analysts are
not auditors and do not perform an audit of information provided by a rated com-
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* Held in Committee files.

pany: Indeed, one important informational component is the public information
available about an issuer. Accordingly, we support the actions taken by Congress
in enacting the Sarbanes-Oxley Act of 2002 to strengthen the process by which fi-
nancial information is audited and provided to the market. Our analysts also rely
expressly and necessarily on issuers to provide timely and accurate information. We
may, depending on the circumstances, decline to issue a rating or even withdraw
an existing rating if an issuer refuses to provide requested information.

Our rating analysts examine information carefully as it is gathered. When suffi-
cient information to reach a rating conclusion has been received and analyzed, we
convene a rating committee comprised of S&P Ratings Services personnel who bring
to bear particular credit experience and/or expertise relevant to the rating. A lead
analyst makes a presentation to the rating committee that includes an evaluation
of the issuing company’s strategic and financial management, its business and oper-
ating environment, an analysis of financial and accounting factors and the issuer’s
business and financing plans. Our rating committee meetings involve serious and
lengthy discussion that includes frank, and often animated, exchanges.

Once a rating is determined by the rating committee, the issuer is notified and
S&P Ratings Services disseminates it to the public. Along with the rating, we pub-
lish a narrative rationale explaining to the marketplace the key issues considered
in the rating.

Similarly, when a rating change occurs, our analysts report on the change and
the rationale for it. We have a longstanding policy of making our public credit rat-
ings and the basis for those ratings broadly available to the investing public as soon
as possible and without cost. Public credit ratings (which constitute 99 percent of
our credit ratings in the United States) are disseminated via real-time posts on our
website, and through a wire feed to the news media as well as through our subscrip-
tion services. Members of the investing public receive credit ratings at the same
time as subscribers.
Management of Potential Conflicts of Interest

S&P Ratings Services has a longstanding commitment to ensuring that any poten-
tial conflicts of interest do not compromise our analytical independence. To that end,
S&P Ratings Services has had in place for many years a significant number of poli-
cies, procedures, and structural safeguards. In September 2004, these policies and
procedures were updated, aggregated into one document, and released publicly in
S&P Ratings Services’ Code of Practices and Procedures (Code of Practices and Pro-
cedures). The Code of Practices and Procedures provides, for example, that:
• rating opinions must be assigned by rating committees, not by an individual;
• at least two analysts must attend all meetings with the management of an issuer;
• analysts are not to be compensated based upon the ratings assigned to issuers

they cover;
• analysts are prohibited from engaging in negotiations with issuers about fees or

other business matters; and
• analysts are prohibited from engaging, directly or indirectly, in any Standard &

Poor’s activities with respect to nonratings businesses, including any cross mar-
keting of nonratings services.
Consistent with the recent ‘‘Code of Conduct Fundamentals’’ published by the

International Organization of Securities Commissions (IOSCO), S&P Ratings Serv-
ices’ Code of Practices and Procedures requires strict separation of marketing and
analytical activities and contains tight restrictions on securities ownership and trad-
ing so as to minimize any conflicts of interest in the conduct of the credit ratings
process. The Code of Practices and Procedures, which we have previously provided
to the Committee, is available on our website and is attached to this testimony (see
Appendix 1).*

S&P Ratings Services has also established strong infrastructure designed to safe-
guard the integrity of our credit rating process. Our Analytics Policy Board, chaired
by S&P Ratings Services’ Chief Credit Officer, monitors and ensures consistent ap-
plication of our criteria and methodologies. The Analytics Policy Board also exam-
ines significant downgrades to determine if any changes in criteria or methodology
are warranted.

S&P Ratings Services believes that these measures contribute to our objectivity
and independence and the market’s acceptance of S&P Ratings Services as a cred-
ible publisher of credit ratings. Indeed, in the Commission’s January 2003 ‘‘Report
on the Role and Function of Credit Rating Agencies in the Operation of the Securi-
ties Markets,’’ prepared pursuant to Congress’ direction in the Sarbanes-Oxley Act
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1 See Daniel M. Covitz and Paul Harrison, Testing Conflicts of Interest at Bond Ratings Agen-
cies with Market Anticipation: Evidence that Reputation Incentives Dominate, The Federal Re-
serve Board Finance and Economics Discussion Series (December 2003), at 1, 3.

2 In a statement attached to his Oct. 5, 2004 Cooperation Agreement, Enron’s former Assistant
Treasurer Timothy Despain admitted, among other things, that ‘‘[i]n communicating with rep-
resentatives of the rating agencies, I and others at Enron did not truthfully present the financial
position and cashflow of the company and omitted to disclose facts necessary to make the disclo-
sures and statements that were made to the rating agencies truthful and not misleading.’’ Simi-
larly, in his January 14, 2004 Plea Bargain Agreement, former Enron CFO Andrew S. Fastow,
stated, among other things, that ‘‘[w]hile CFO, I and other members of Enron’s senior manage-
ment fraudulently manipulated Enron’s publicly reported financial results. Our purpose was to
mislead investors and others about the true financial position of Enron and, consequently, to
inflate artificially the price of Enron’s stock and maintain fraudulently Enron’s credit rating.’’
(emphasis added).

of 2002 and following an extensive review of credit rating agencies, the Commission
found that market participants generally believed that any potential conflicts of in-
terest have been ‘‘effectively addressed by the credit rating agencies.’’ Likewise, two
Federal Reserve Board economists recently concluded after intensive study that
S&P Ratings Services and the other rating agencies consider their reputations in
the marketplace to be of ‘‘paramount importance’’ and, in fact, are ‘‘motivated pri-
marily by reputation-related incentives.’’ 1

Response to Recent Corporate Misconduct
The unprecedented corporate misconduct that has been revealed in recent years

has resulted in constructive responses by market participants, including rating
agencies such as S&P Ratings Services. Like many other market participants, S&P
Ratings Services was misled by parties who committed fraud. In the Enron case,
for example, key Enron personnel have now expressly admitted their role in delib-
erately misleading S&P Ratings Services and other rating agencies. It was their in-
tention, they said, to defraud the rating agencies by making false representations
and failing to disclose material facts related to Enron’s financial position and
cashflow.2

While at S&P Ratings Services we continuously review and enhance our proc-
esses, these events led us to examine our practices from top to bottom. We have con-
cluded, after careful thought and examination, that our credit rating process works
well and effectively. This view is reflected in many of the public comments filed with
the Commission, IOSCO, and the Committee of European Securities Regulators, or
‘‘CESR’’. Indeed, in April 2003 testimony before the House Subcommittee on Capital
Markets, Insurance and Government Sponsored Entities, the Director of the Com-
mission’s Division of Market Regulation, observed that ‘‘in general the credit rating
agencies have done remarkably well.’’

The recent cases of issuer misconduct underscore how important it is to the rat-
ings process that issuers provide accurate and reliable information to the market-
place and S&P Ratings Services. S&P Ratings Services believes that the initiatives
of Congress and the Commission to improve the quality, transparency, and timeli-
ness of disclosures by public companies such as those included in the Sarbanes-
Oxley Act were an important and necessary response to these instances of corporate
misconduct. Such measures should promote timely and accurate disclosure by
issuers. Recent accounting standard initiatives should likewise result in better ac-
counting information available to the market, including S&P Ratings Services.

As part of our commitment to continuous improvement and in order to ensure rat-
ings are responsive to evolving market needs, S&P Ratings Services has recently
initiated a broad range of actions that support our mission to provide high-quality,
objective, and rigorous analytical information to the marketplace. These initiatives
have included:
• additional specialized forensic accounting expertise including new chief account-

ants in both the United States and Europe;
• expanded liquidity analysis and recovery assessment in our ratings analyses;
• enhanced use of quantitative tools and models in the rating and surveillance proc-

ess;
• increased commentary on issuers and industry sectors;
• enhanced focus in our criteria and practice on the role of corporate governance

practices in credit ratings analyses;
• expanded training programs; and
• consolidated and updated codes of policies and practices.

We will, of course, continue to take appropriate steps to enable us to continue to
provide rigorous analytical information to the marketplace.
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SEC Regulatory Oversight
The concept of a Nationally Recognized Statistical Rating Organization (NRSRO)

was first utilized by the Commission in 1975. S&P Ratings Services was designated
as an NRSRO in 1976 (though did not affirmatively seek that status) and is now
one of four designated NRSRO’s. The Commission is currently in the process of re-
viewing the NRSRO system and considering possible changes. The initial phase of
this review included the Commission’s January 2003 report mentioned earlier, pre-
pared pursuant to Congress’ direction under the Sarbanes-Oxley Act. Following this
report, the Commission issued a Concept Release in June 2003. One of the key ques-
tions raised by the Concept Release is whether to continue the use of the NRSRO
framework and, if so, how best to designate NRSRO’s. Based on the public com-
ments by market participants, which generally favored retaining the system, the
Commission may well conclude that abandoning the NRSRO concept could increase
costs to the capital markets and disrupt current efficiencies in the regulatory sys-
tem, without any increase in investor protection.

If the Commission does retain the NRSRO system, S&P Ratings Services believes
that the Commission should provide greater transparency in the designation process
and reduce regulatory barriers to entry into the credit rating industry—a view ex-
pressed in many public comments. One way to accomplish this goal would be to ex-
tend NRSRO status to firms that limit their rating opinions to particular sectors
of the capital markets or particular geographic regions. S&P Ratings Services sup-
ports increased competition in the credit rating industry. We believe, however, that
the key criterion for designation must continue to be that a firm is widely accepted
by users of credit rating opinions as a provider of credible and reliable ratings.

The Commission is also considering whether and to what extent it should enhance
regulatory oversight of NRSRO’s if the designation system is retained. S&P Ratings
Services believes that it is imperative for the Commission to avoid overly intrusive
supervision of NRSRO firms, particularly supervision that may suggest a sub-
stantive role for Government in either the business operations of credit rating agen-
cies or the ratings process itself. Because there is no one model or methodology for
producing sound credit rating opinions, regulatory regimes focused on the credit rat-
ing decision process could have a number of adverse effects, including:
• compromising the independence of the credit ratings process;
• encouraging firms to standardize their approaches and thereby deterring diversity

and innovation in credit analysis;
• creating the impression that rating opinions have governmental approval; and
• encouraging issuers to provide less information to credit rating agencies.

Moreover, regulatory oversight involving governmental intrusion into how and
why a rating agency forms a particular rating opinion could chill the robust analyt-
ical process that has served the markets extremely well for nearly a century for fear
of governmental ‘‘second guessing.’’ Governmental intrusion also risks interfering
significantly with the strong First Amendment protections that courts have applied
to the ratings process of gathering and analyzing information, forming opinions, and
disseminating those opinions broadly to the marketplace.
International Review of Credit Rating Agencies

The capital markets are increasingly global in nature and the same is true of the
credit ratings business. As a result, IOSCO and CESR (as requested by the Euro-
pean Commission) have initiated their own independent reviews of credit rating
agencies. S&P Ratings Services has been an active participant in these reviews and
believes that many of the initial conclusions of these bodies, and the public com-
mentary they have received, can and should inform the consideration of these issues
by this Committee, the Commission, and others.

As noted, IOSCO released its ‘‘Code of Conduct Fundamentals’’ for rating agencies
this past December. After months of deliberation and an extensive market comment
period, IOSCO determined that its Code of Conduct Fundamentals should be flexi-
ble, allowing rating agencies to incorporate its principles into their own respective
codes of conduct, but not creating rigid, universally applicable regulations. Roel
Campos, SEC Commissioner and the Chairman of the IOSCO Task Force, said that
IOSCO’s flexible approach would be ‘‘more effectively enforced than would be the
case if IOSCO had drafted a universal code for all credit rating agencies to sign on
to.’’ Commissioner Campos explained that a degree of flexibility was appropriate be-
cause rating agencies vary considerably in size, business model, and rating methods.
S&P Ratings Services agrees that IOSCO’s flexible approach will both preserve the
independence and integrity of the credit rating process around the world and better
serve investors and the marketplace as a whole far better than rigorous regulation.
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CESR is preparing a response to the European Commission’s request for advice
concerning credit rating agencies. At a public hearing held by CESR in Paris last
month, the overwhelming majority of participants, including representatives of
issuers and users of ratings, called on CESR to advise the European Commission
to allow market forces to operate and not to impose intrusive regulation. In par-
ticular, most of those speaking at the meeting expressed support for an approach
which allows rating agencies to develop their own practices and procedures based
on the IOSCO Code of Conduct Fundamentals and expressed concerns that detailed
regulation would increase barriers to entry.

Conclusion
History reflects that credit rating opinions and credit rating agencies have served

the markets extremely well for nearly a century. The key drivers of this success
have been the independence and objectivity of credit rating agencies. S&P Ratings
Services believes that its policies and procedures, established through decades of ex-
perience and innovation, address the potential challenges to that independence and
objectivity. Great care should be taken to ensure that the principles and structures
that have so greatly benefited the market for so many years are not compromised.

On behalf of S&P Ratings Services, thank you again for the opportunity to partici-
pate in these hearings. I would be happy to answer any questions you may have.

—————

PREPARED STATEMENT OF SEAN J. EGAN
MANAGING DIRECTOR, EGAN-JONES RATINGS CO.

FEBRUARY 8, 2005

Chairman Shelby, Members of the Committee, good morning. I am Sean Egan,
Managing Director of Egan-Jones Ratings Company, a credit ratings firm. By way
of background, I am a Co-Founder of Egan-Jones Ratings Co., which was established
to provide timely, accurate credit ratings to institutional investors. Our firm differs
significantly from other ratings agencies in that we have distinguished ourselves by
providing timely, accurate ratings and we are not paid by the issuers of debt, which
we view as a conflict of interest. Instead, we are paid by approximately 400 firms
consisting mainly of institutional investors and broker/dealers. We are based in the
Philadelphia, Pennsylvania area, although we do have employees that operate from
other offices.

The rating industry is in a crisis. At a time when the capital markets have be-
come increasingly reliant on credit ratings, the ratings industry is suffering from
a State that is hard to characterize as anything other than dysfunctional. The prob-
lems are:

Severe consolidation—Department of Justice personnel referred to the industry as
a ‘‘partner monopoly’’ since S&P and Moody’s control over 90 percent of the reve-
nues and do not compete against each other as two ratings are normally needed for
issues;

Conflicts of interest—issuers payment for ratings create conflicts of interest that
are similar to those experienced by the equity research analysts;

Freedom of speech defense—there is no downside to bad rating calls by the two
dominant firms.

Manifestations of the flawed structure are:
Failure to warn investors about problem credits such as Enron, the California

utilities, WorldCom, Global Crossing, AT&T Canada, and Parmalat.
• Enron was rated investment grade by the NRSRO’s 4 days before bankruptcy,
• The California utilities were rated ‘‘A-’’ 2 weeks before defaulting;
• Worldcom was rated investment grade 3 months before filing for bankruptcy;
• Global Crossing was rated investment grade in March 2002 and defaulted on

loans in July 2002;
• AT&T Canada was rated investment grade in early February 2002 and defaulted

in September 2002; and
• Parmalat was rated investment grade 45 days before filing for bankruptcy.
• Losses from the Enron and WorldCom failures alone were in excess of $100 bil-

lion, thousands of jobs, and the evaporation of pensions for thousands. It is likely
that some of these failures could have been avoided had the problems been identi-
fied and addressed sooner. (Enron was left with only Dynergy as an acquirer by
the time the alarm was sounded.)
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Under-rating credits—such as Nextel, American Tower, and Thyssenkrupp were
assigned credit ratings which were too low, thereby significantly increasing their
cost of capital and restricting growth.

Insider trading—CitiGroup and probably other institutions were given advanced
information about the Enron downgrade. Additionally, S&P and Moody’s request ad-
vance information about transactions and other major events which creates opportu-
nities for insider trading. S&P analyst Rick Marano and his associates traded on
confidential information relating to the acquisition of ReliaStar and American Gen-
eral.

Investor fraud—the NRSRO rating firms pulled their ratings on an Allied Signal
entity so Allied could repurchase debt more cheaply;

Issuer coercion—forcing issuers to pay rating fees (see The Washington Post article
for a description of Hanover Re actions and Northern Trust comments to SEC)
http://www.washingtonpost.com/wp-dyn/articles/A8032–2004Nov23.html;

Punishment ratings—see the municipality lawsuits; and
Expansion of monopoly—expansion into consulting and corporate governance rat-

ings despite rating failures.
Despite the recent credit rating debacles, S&P and Moody’s revenues and earnings

have continued to grow because of their lock on the market (Moody’s operating earn-
ings have increased 230 percent over the past 4 years) and the lack of normal
checks and balances. To put the industry structure in perspective, it is as though
there were only two major broker-dealers for corporate securities and the approval
of both were required before any transactions could be completed.

The arguments used to by the NRSRO’s to defend their actions and inactions are
the following:

‘‘Issuer Misdeeds’’ (they did not tell us)—S&P, Moody’s, and Fitch claim they did
not assign the correct rating because WorldCom, Enron, et al. did not provide accu-
rate information. We believe it is a pathetic state when major rating firms are un-
able to recognize when an issuer and its executives are desperate to keep their firms
solvent; it was public knowledge that Bernie Ebbers owed WorldCom more than
$400 million. Fraud is present in most failures, and the rating firms (at least those
recognized by the SEC) should be able to detect the majority of egregious cases.

‘‘Little Incentive’’ (the Jack Grubman defense)—another argument used by the cur-
rent NRSRO’s to defend their actions is that any single issuer represents only small
portions of their overall revenue bases. However, revenues produced by equity ana-
lysts Jack Grubman and Henry Blodget were likewise only a small portion of
CitiGroup’s and Merrill’s revenues. Furthermore, when large investment banks are
pressing the rating firms to hold off on any rating action, it becomes difficult not
to listen.

‘‘Our Reputation is Key’’ (the Arthur Andersen defense)—Arthur Anderson argued
that it would not do anything untoward because it would hurt the firm’s reputation.
Likewise, the current NRSRO’s argue that they would not risk their reputation for
any one issuer. However, since most issuers believe their ratings are too low and
the lack of competition provides little downside for inaccurate ratings, there are few
checks in the industry.

‘‘Committee Approach’’ (the Lemming defense)—a final defense normally proffered
for the flawed industry is that unlike the investment banks, the NRSRO’s use a
committee approach for assigning ratings, which is harder to manipulate. Unfortu-
nately, one analyst typically covers a firm and during rating committees what supe-
riors want is probably clear.

To reform the ratings industry, we recommend the following changes:
(1) Recognize some rating firms which have succeeded in providing timely, accu-

rate ratings—The problems with the current system are: (a) improving firms have
been penalized by paying too much for capital, and (b) investors have been hurt by
not obtaining warning of deteriorating firms. The recognition of some firms that
have succeeded in providing timely, accurate ratings would be of great benefit.

(2) Wean rating firms of issuer compensation—the crux of the equity research ana-
lysts’ scandal is that analysts were paid by issuers via investment banking fees,
thereby corrupting the investment analysis. The same conflicts exist in the credit
rating industry. Studies from the Kansas City Federal Reserve Bank and Stanford
University and the University of Michigan support the superiority of nonconflicted
firms.

(3) Adopt the Code of Standard Practices for Participants in the Credit Rating
Process issued by the ACT, AFP, and AFTE—the proposed guidelines will assist in
increasing the transparency and credibility in the ratings industry.
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(4) Prohibit rating firms from obtaining inside information—the rating firms
should not be given preferential treatment over other financial analysts.

(5) Sever ties between rating firm personnel and issuers and dealers—the ex-chair-
man of Moody’s should not have served as a director of WorldCom nor should rat-
ings firm personnel be tied to broker/dealers or broker/dealer industry associations
such as the NASD.

Broker/dealers were fined $1.4 billion for the issuance of conflicted equity re-
search. In contrast, the SEC has been studying the rating industry since the early
1990’s and has not yet made any substantive changes. The SEC has provided a false
sense of security by giving its seal of approval to conflicted firms. If the SEC is un-
able to implement these changes rapidly, we recommend it withdraw from providing
NRSRO designations and protecting the currently recognized firms from competi-
tion. Perhaps a board made up of users of credit ratings (excluding broker/dealer
affiliated firms) is best able to assess the competency of rating firms.

Regarding Egan-Jones Ratings, we have provided warning for the Enron, Genuity,
Global Crossing, and WorldCom failures (we did not rate Parmalat). Furthermore,
we regularly identify improving credits; most of our ratings have been above S&P’s
and Moody’s over the past 2 years (thereby providing issuers with more competitive
capital). Our success has been recognized by the Federal Reserve Bank of Kansas
City which compared all our ratings since inception in December 1995 to those of
S&P and concluded:

‘‘Overall, it is robustly the case that S&P regrades from BBB- moved in the di-
rection of EJR’s earlier ratings. It appears more likely that this result reflects
systematic differences between the two firms’ rating policies than a small num-
ber of lucky guesses by EJR.’’

Source: Research Division, Federal Reserve Bank of Kansas City, Feb. 2003
Link: http://www.kc.frb.org/publicat/reswkpap/RWP03–01.htm.
Stanford University and the University of Michigan drew similar conclusions:

‘‘we believe our results make a strong case that the noncertified agency [Egan-
Jones] is the leader and the certified agency [Moody’s] is the laggard.’’

Link: aaahq.org/AM2004/display.cfm?Filename =SubID—1213.pdf&MIMEType
=application percent2Fpdf.

In August 1998, we applied for recognition by the SEC as a ratings firm (that is,
NRSRO status). We continue to provide information to the SEC and hope eventually
to be recognized.

Timely, accurate credit ratings are critical for robust capital markets. Investors,
issuers, workers, and pensioners will continue to be hurt by the flawed credit rating
industry until someone addresses the basic industry problems. I would be happy to
answer any questions.

—————

PREPARES STATEMENT OF MICAH S. GREEN
PRESIDENT, THE BOND MARKET ASSOCIATION

FEBRUARY 8, 2005

Thank you, Chairman Shelby, for the opportunity to testify today on credit rating
agencies. My name is Micah S. Green and I am the President of The Bond Market
Association. As you know, the Association represents securities firms and banks
that underwrite, distribute, and trade debt securities in the United States and inter-
nationally—a global market estimated at $44 trillion today. The Association speaks
for the bond industry worldwide, advocating its positions and representing its inter-
ests in New York, Washington, London, and elsewhere. The Association also works
with bond issuers—companies, governments, and others who borrow in the capital
markets—and investors in fixed-income products from across the globe.

Our members account for approximately 95 percent of U.S. municipal bond under-
writing and trading activity. The membership also includes all primary dealers in
U.S. Government securities, as recognized by the Federal Reserve Bank of New
York, and all major dealers in U.S. agency securities, mortgage- and asset-backed
securities and corporate bonds, as well as money market and funding instruments.
In recent years, the Association has sponsored both the American and the European
Securitization Forums. These are affiliated organizations that focus on the rapidly
growing securitization markets in the United States and Europe. Another Associa-
tion-sponsored organization, the Asset Managers Forum, brings together institutions
that are active in the bond market as investors to address major operational, ac-
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counting, public policy, and market practice initiatives. The comments here reflect
the collective views of the Association and our forums.

The Bond Market Association is deeply involved in investor education. Although
most bond markets are dominated by large, sophisticated institutional investors, it
is our strong belief that retail investors must have sufficient background and data
to not only make informed investment decisions but also to realize that allocating
their assets in a diversified manner is an important investment strategy. Last week,
the Association launched an updated version of our award winning investor edu-
cation website, Investinginbonds.com. The site provides investors with background,
news, data, and commentary on the bond markets in addition to bond prices. In-
cluded in this information is the very important credit rating that is attached to
most fixed-income investments.

We welcome the opportunity to testify here today on the role of credit rating agen-
cies in the capital markets. The past 15 years have seen dramatic growth in the
number of issuers and the range and complexity of fixed-income securities. The im-
portance of credit ratings to investors and other securities market participants has
increased proportionally. The role of rating agencies is critical to the efficient func-
tioning of the fixed-income markets. It is both important and useful for this Com-
mittee to focus on an industry that plays such a vital role in the capital markets.

Credit Rating Agencies and the Fixed-Income Markets
All investments involve risk. One important type of risk associated with certain

bonds and other fixed-income investments is credit risk—the chance that a bond will
default, or the issuer will fail to make all interest and principal payments under
the bond’s terms. A credit rating is essentially an opinion offered by a rating agency
on the credit risk of a bond. The credit rating process employs both quantitative
tools and subjective judgment. In addition to analyzing a company’s balance sheet,
for example, credit ratings may also take into account subjective forecasts of the
issuer’s ability to generate revenue in the future. An investor can determine objec-
tive factors such as a security’s coupon, maturity, call features, and covenants from
the issuer’s mandated disclosure. Analysis of an issuer’s credit quality, however, in-
volves individual judgments about a variety of complex financial and other informa-
tion. A credit rating is a valuable complement to an investor’s own credit analysis
precisely because it is both expert and independent. Credit ratings also guide the
market’s pricing decisions. Bonds with lower ratings are viewed as riskier than
higher-rated bonds by investors who demand a yield premium as compensation for
this risk. Conversely, higher-rated bonds will offer a relatively lower yield as a re-
flection of their stronger credit standing. In addition, ratings play an important role
in market regulation.

Rating agencies in general, and certainly the more established agencies, approach
the rating process in similar ways. Rating analysts are grouped by market, such as
corporate, asset-backed, or municipal bonds, and industry or sector, such as finan-
cial services or transportation and rating decisions are made by committee. As part
of the process of gathering information, rating agency personnel maintain regular
contact with issuers and also rely on regulatory filings, news, and industry reports,
among other information. Nonpublic information, such as proprietary business fore-
casts, also may be available to rating agencies under promises of confidentiality and
under an exemption from the Securities and Exchange Commission’s (SEC) Regula-
tion FD. The Association strongly supports maintaining this exemption.

Rating agencies generally inform issuers and investors of their rating methodolo-
gies for particular asset classes. These are detailed descriptions that provide useful
information to issuers and investors, and also help the rating agencies ensure the
consistency of their ratings even when different rating analysts are involved.

Once ratings are published, they are available to all market participants and the
public. To receive a detailed analysis of the rationale for the rating decision, how-
ever, generally requires a fee-based subscription. These subscription fees and the
fees paid by the issuer for the rating itself are the principal revenue sources for
most rating agencies. The ratings assigned by the three major firms by category are
shown in the chart below.
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1 One basis point equals 1/100th of a percentage point.
2 A majority of outstanding municipal debt is beneficially owned by individuals through mu-

tual funds and individual holdings, but investment decisions for a majority of outstanding mu-
nicipal bonds are made by professional money managers.

Capital market participants make use of rating information and interact with rat-
ing agencies differently depending on their role in the market. For issuers of fixed-
income securities, credit ratings typically have a direct effect on the rate at which
they can borrow in the capital markets. As noted above, investors will assign a risk
premium on lower-rated securities to reflect the higher chance of default. The pre-
mium translates into a higher interest rate on the issuer’s debt, or an increase in
the cost of capital.

To better appreciate the relationship between ratings and yields it is important
to consider how the market prices bonds. With few exceptions, prices for fixed-in-
come products are quoted as a number of basis points 1 over a benchmark such as
U.S. Treasury securities of a comparable maturity, the London Interbank Offered
Rate (LIBOR), the rate on interest rate swaps of comparable duration or some other
benchmark that represents an investment perceived to be free of credit risk. The
amount that the return on a given investment exceeds the return on the bench-
mark—a bond’s ‘‘credit spread’’—represents the risk premium investors receive as
a result of the degree of risk, principally credit risk, the investment carries. Higher
rated bonds have a smaller spread than lower-rated bonds of the same maturity.
As the chart below shows, the correlation between rating and spread is historically
consistent. It is a trusted metric that promotes market efficiency as it allows a par-
ticipant to commoditize partially what are disparate assets. A bond dealer asked for
a quote on a corporate or municipal security, for example, will look not only at any
recent trades for the same security but also at the current yield on similar bonds
that have a similar credit rating.

Bond investors are overwhelmingly comprised of mutual funds, pension funds, en-
dowments and asset management firms, and other institutions that employ sophisti-
cated, professional money managers.2 As of the end of 2003, less than 10 percent
of all bonds outstanding in the United Stataes were held directly by individual in-
vestors, although in the tax-exempt municipal bond market that figure is about 35
percent. Institutional investors often conduct their own credit analysis of issuers but
also rely on credit ratings as part of their overall risk analysis.
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3 An investment grade rating is defined as at least a BBB rating offered by Fitch Ratings or
Standard and Poor’s or a Baa rating offered by Moody’s. A sub-investment grade rating, also
known as high-yield or speculative grade, is defined as any rating below investment grade. Some
institutional investors purchase a mix of investment grade and sub-investment grade bonds and
some specialize in sub-investment grade exclusively.

4 International Convergence of Capital Measurement and Capital Standards, Basel Committee
on Banking Supervision, June 2004. Page 35. The six criteria include objectivity, independence,
transparency, disclosure, resources, and credibility.

It is common for some institutional investors to have in-house rules limiting in-
vestment in any fixed-income security that does not have at least an investment
grade rating.3 Similarly, most States have laws dictating the permitted investments
of insurance companies on the basis of credit rating. Some States require two rat-
ings. The National Association of Insurance Commissioners (NAIC) maintains a list
of rating agencies whose ratings are acceptable for this purpose.

Broker-dealers also use credit ratings to supplement proprietary credit analysis.
They also advise issuers of the effect of ratings on the cost of capital. Credit ratings,
of course, are also important to investors with whom broker-dealers interact in the
marketplace. In September 2004, the Corporate Debt Market Panel sponsored by
the National Association of Securities Dealers (NASD) released a report recom-
mending the disclosure of credit ratings immediately prior to an investor’s decision
to buy or sell a bond as well as upon confirmation of a trade.

Credit ratings are also used in the regulation of broker-dealers and different types
of institutional investors. One notable example is the Securities and Exchange Com-
mission’s net capital rule, which requires broker-dealers to maintain specified min-
imum capital levels to support their assets or customer liabilities. Since 1975, the
net capital rule has imposed different capital charges for assets depending upon
whether (and at what level) the assets are rated by what the SEC defined as a ‘‘Na-
tionally Recognized Statistical Rating Organization’’ or NRSRO. Higher-rated secu-
rities receive a lower capital charge than lower-rated securities. Similarly, SEC-reg-
istered money market funds are permitted to invest in short-term debt securities
that receive one of the two highest NRSRO ratings. Investment grade ratings can
also provide an issuer with the option of short-form SEC registration in some cases.

The Bank for International Settlement’s Committee on Banking Regulation stipu-
lates the use of credit ratings in assessing the capital charges for banks under the
new Basel Capital Accord, Basel II. Basel II articulates a set of criteria a firm must
satisfy in order to qualify as an External Credit Assessment Institution (ECAI)
which allow its ratings to be used in this calculation.4

VerDate 11-MAY-2000 17:55 Jul 12, 2006 Jkt 025856 PO 00000 Frm 00064 Fmt 6621 Sfmt 6621 28059.TXT SBANK4 PsN: SBANK4



61

5 Report on the Role and Function of Credit Rating Agencies in the Operation of the Securities
Markets, U.S. Securities and Exchange Commission, January, 2003. Rating Agencies and the Use
of Credit Ratings Under the Federal Securities Laws, S.E.C. Concept Release June 2003.

* Held in Committee files.

TBMA Response to United States and European Regulatory Proposals
Recently, regulators in the United States and Europe have stepped up their focus

on rating agencies and raised the prospect of changes in the current approach to
regulatory oversight. The Association’s view on the regulation of credit rating agen-
cies is simple:
• We believe that the criteria adopted by regulators for approving NRSRO’s or

ECAI’s should be flexible enough to allow increased competition between a larger
number of entities, while ensuring that designated rating agencies have the ex-
pertise to produce accurate ratings. In the United States, this means eliminating
the current requirement that a rating agency be widely recognized, rather than
accepted in a defined sector of the market.

• We believe credit rating agencies should have policies and procedures to ensure
the independence of the credit rating process.

• We believe credit rating agencies should publish their rating methodologies for
various types of securities, so that both issuers and users will understand the
agencies’ requirements and standards, and so that different rating analysts in the
same agency will produce consistent ratings.

• We do not believe that regulation of the credit rating process is necessary or desir-
able, since Government regulation would tend to result in less diversity of opinion
and would be less responsive to new product developments.

• We believe issuers should be given an opportunity to correct factual misstate-
ments in rating agency reports, but not to appeal rating designations outside the
rating agency.

• We believe rating agencies should publish information on the historical accuracy
of their rating assessments.

As the capital markets develop and mature globally, the need for a measured ap-
proach by regulators toward the conduct of rating agencies grows in importance.
The Association does support those actions by regulators—such as modifying the cri-
teria for NRSRO designation—that we believe will help enhance competition among
rating agencies. We do not support steps that would limit the independence of rat-
ing agencies to determine their opinions of the creditworthiness of issuers.

For more than a decade, the SEC has contemplated a rulemaking to address the
credit rating industry, the role it plays in the securities market and how it should
be regulated. A 1994 concept release led to a proposed rule in 1997 that would have
set new criteria for NRSRO status. The SEC did not act on the proposal but in 2003
issued a report 5 in accordance with the Sarbanes-Oxley Act followed by a concept
release. The concept release addressed questions of NRSRO regulation, potential
conflicts of interest between rating agencies and issuers and competition within the
industry. (The Association’s 2003 response to the concept release is attached in ap-
pendix 1.) *

In response to the concept release, the Association filed a comment letter endors-
ing the NRSRO designation with some clarification to address competition and other
issues. Generally speaking, the Association acknowledges the important role rating
agencies play in the capital markets. All market participants—investors, dealers,
issuers (and their advisors), and regulators—count on rating agencies as reliable
sources of analysis whose judgments are sound. A number of statistical studies show
a correlation between strong ratings and a low probability of default. At the same
time, rating agencies cannot be expected to evaluate risk perfectly. Their analysis
relies on the integrity of an issuer’s disclosure.

In 2004, the International Organization of Securities Commissions (IOSCO), of
which the SEC is a member, proposed a code of conduct for rating agencies, which
was followed by a request from the European Commission for public input on how
the code of conduct should be implemented. In response, the Committee of European
Securities Regulators (CESR) produced a consultative paper suggesting a range of
regulatory approaches based on the IOSCO principles. In our comments to CESR,
The Association’s position on the regulatory proposals dealing with the credit rating
process in the United States and Europe is centered on the fundamental issues of
competition and market conduct. (The Association’s response to both IOSCO and
CESR can be found in appendix 2.) *
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Competition
Some observers have questioned whether the credit rating industry is as competi-

tive as it should or could be and suggest that inappropriate barriers to entry exist.
In the United States, the nature of the NRSRO designation is often brought up as
a factor in this debate. The Association supports the retention of this designation.
We have also called for greater clarity in the SEC’s approval policy and the elimi-
nation of the requirement that a rating agency be ‘‘widely accepted’’ in order to gain
the designation. The Association certainly welcomes additional entrants to the mar-
ketplace from any part of the globe. Increasing competition among qualified rating
agencies could only benefit issuers, investors, and the market generally.

The Association responded to the 2003 concept release with suggestions for im-
proving the transparency of the designation process. Increased transparency will aid
public understanding of the process and improve the ability of other rating agencies
to gain the NRSRO designation leading to enhanced competition in the industry.
The SEC should adopt a formal and standardized application process. Applications
should be public and the subject of public comment. Applicants likely to receive an
adverse decision should have the option to withdraw their applications to prevent
the release of proprietary information. The SEC’s reasons for accepting or rejecting
an application should be explicitly stated and existing NRSRO’s should also com-
plete the application process to ensure uniform treatment.

At present, the SEC primarily considers whether an agency is ‘‘widely accepted’’
when deciding whether to grant NRSRO status. Other factors such as an agency’s
financial resources, staff experience, independence, and rating procedures are also
considered. The Association believes the ‘‘widely accepted’’ standard should be re-
laxed in the cases where a rating agency meets all other criteria but happens to
specialize in only a single market or industry or geographic sector. The NRSRO sta-
tus of such a rating agency could be limited to its area of expertise. This will reduce
barriers to entry and enhance competition. An obvious way to increase the number
of agencies whose ratings are widely accepted is to approve niche credit raters
which can then—after gaining experience and market acceptance—expand to cover
a broader range of industries and securities.

In Europe, CESR has listed barriers to entry that exist in the credit rating field
and asked how regulators should address them. The credit rating industry is dif-
ficult to penetrate for new firms. Much of the value the market assigns to credit
ratings is based on reputation and track record, something new entrants necessarily
lack. This dynamic, however, is not unique to the rating industry and CESR itself
has described barriers as ‘‘natural.’’ It also has not created a market failure or a
condition in which a segment of issuers goes without service. The flexibility of an
IOSCO-type code-of-conduct approach, as opposed to detailed regulation of rating
agency business practices, will facilitate the entrance and expansion of new credit
rating agencies in the market.

The NRSRO designation serves a unique purpose in SEC regulations for which
a substitute is either not available or not practical. Using credit spreads or internal
credit ratings as alternatives to NRSRO ratings for computing net capital require-
ments is possible, for example, but would add significant costs. In addition, in the
case of internal ratings it could result in the nonuniform treatment of the same as-
sets by different firms.
Rules of Conduct

The day-to-day operations of rating agencies should never be controlled by regula-
tion. With respect to both the United States and Europe, specific rating methodolo-
gies and standards of due diligence should not be mandated by regulators. The
rating process is subjective in some respects and cannot be evaluated for appro-
priateness by a Government agency. The Association does believe it would be appro-
priate for rating agencies to disclose internal statistics on the accuracy of their rat-
ings. Government mandates of rating methodology, however, could be construed as
a Government approval of securities that receive high ratings from designated rat-
ing agencies. It would also effectively eliminate differences in the analysis of com-
peting rating agencies and undermine the value of independent credit analysis.

Similarly, while conflicts of interest between rating agencies, issuers, and sub-
scribers may exist, it would not be appropriate for regulators to prescribe specific
methods for dealing with the issue. A more favorable approach—and one the IOSCO
code now requires—would be for rating agencies to adopt policies and procedures
to address and disclose potential conflicts of interest, such as issuer and subscriber
influence and the potential misuse of public information. It is the view of some insti-
tutional investors—particularly with respect to structured finance products—that
such policies and procedures should be designed to discourage participation in the
practice known as ‘‘ratings shopping,’’ a situation in which an issuer employs a rat-
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1 Section 3(a)(41) of the Exchange Act was added by the Secondary Mortgage Market Enhance-
ment Act of 1984, Pub. L. No. 98–440, § 101, 98 Stat. 1689, 1689 (1984).

2 H.R. Rep. No. 994, 98th Cong., 2d Sess. 46 (1984) (appending Statement of Charles C. Cox,
Commissioner, Securities and Exchange Commission, to the Subcommittee on Telecommuni-
cations, Consumer Protection, and Finance of the House Committee on Energy and Commerce,
Mar. 14, 1984).

ing agency based on real or perceived differences in methodology that could result
in more favorable ratings.

Conclusion
The Association is pleased to offer the above comments on credit rating agencies.

As we have noted, the credit rating industry plays an important and unique role
in the capital markets. It is also an industry whose integrity is effectively ensured
by market discipline. Rating agencies that appear biased or corrupt or supply dis-
honest analyses would find their services without value. Regulators can best ensure
the credit rating industry remains robust and independent by endorsing a prin-
ciples-based approach to industry oversight, like the IOSCO Code, that supports
competition but does not dictate specific methodologies or other rules of conduct.
Regulators need to address the barriers to entry by clarifying the criteria for desig-
nating NRSRO’s and changing the ‘‘widely recognized’’ requirement so niche players
can enter the market.

—————

PREPARED STATEMENT OF YASUHIRO HARADA
EXECUTIVE VICE PRESIDENT, RATING AND INVESTMENT INFORMATION, INC.

FEBRUARY 8, 2005

Thank you, Chairman Shelby, Ranking Member Sarbanes, and Members of the
Senate Banking Committee for your kind invitation to present testimony at today’s
hearing entitled ‘‘Examining the Role of Credit Rating Agencies in the Capital Mar-
kets.’’

We are very pleased to offer our thoughts on this topic as well as some more spe-
cific information about the challenges faced by our firm, Rating and Investment In-
formation, Inc. (R&I), a credit rating agency headquartered in Tokyo, as we have
sought to clear the hurdles necessary to become an effective new competitor in the
United States market. Even though R&I is the most recognized credit rating agency
in Japan and the broader Asian markets, obtaining designation in the U.S. as a
‘‘Nationally Recognized Statistical Rating Organization’’ (NRSRO) has been an exer-
cise in delay and disappointment.

Background Regarding Credit Rating Agencies as NRSRO’s
Investors and market professionals historically have used securities ratings issued

by credit rating agencies to gauge the creditworthiness of a particular issue. The
SEC significantly expanded the traditional use of ratings in 1975 when it adopted
Rule 15c3–1 (the Net Capital Rule) under the Securities Exchange Act of 1934 (Ex-
change Act). The Net Capital Rule incorporated credit ratings by NRSRO’s in cer-
tain of its provisions. Rather than use securities ratings as a measure of credit-
worthiness, the Net Capital Rule created the NRSRO concept to measure liquidity.
Currently, there are four rating agencies designated by the SEC as NRSRO’s for
purposes of the Net Capital Rule.

Since 1975, however, the use of NRSRO ratings in the Federal securities laws and
regulations has expanded considerably beyond a measure of a security’s liquidity,
as has reliance on those ratings by investors and the marketplace. The term
‘‘NRSRO’’ remains undefined in SEC regulations, and the informal process for deter-
mining who is an NRSRO remains unchanged—a credit rating agency seeking
NRSRO status must ‘‘apply’’ to the SEC’s Division of Market Regulation for a no-
action letter. Meanwhile, both Congress and the SEC have on numerous occasions
incorporated the NRSRO concept for other purposes, primarily as indicia of a secu-
rity’s creditworthiness—the historical and predominant use of securities ratings.

Congress, for example, employed the term NRSRO when it defined ‘‘mortgage re-
lated security.’’ 1 However, Congressional reliance on the term used in SEC rules is
significant because it reflects a recognition that the ‘‘term has acquired currency as
a term of art.’’ 2 The SEC also has incorporated the term ‘‘NRSRO’’ in various
rulemakings under the Securities Act of 1933, the Exchange Act, the Investment
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3 The SEC currently employs the NRSRO concept in the following rules: 17 CFR 228.10(e),
229.10(c), 230.134(a)(14), 230.436(g), 239.12, 239.33, 240.3a1–1(b)(3), 2401.10b–10(a)(8),
240.15c3–1(c)(2)(vi)(E), (F), and (H), 240.15c3–1a(b)(1)(i)(C), 240.15c3–1f(d), 242.101(c)(2),
242.102(d), 242.300(k)(3) and (1)(3), 270.2a–7(a)(10), 270.3a–7(a)(10), 270.3a–7(a)(2), 270.5b–3(c),
and 270.10f–3(a)(3).

4 Letter from Antitrust Division of the U.S. Department of Justice in the matter of File No.
S7–33–97 Proposed Amendments to Rule 15c3–1 under the Securities Exchange Act of 1934
(Mar. 6, 1998).

Company Act of 1940, and the Investment Advisers Act of 1940 for purposes well
beyond those originally intended under the Net Capital Rule.3

Flaws in the NRSRO Process
In order to compete effectively in the U.S. market, a designation by the SEC as

an NRSRO is a critical factor in the industry. In addition to the NRSRO application
process having little regulatory guidance and/or an established timetable for agency
decisionmaking, the specific entry barrier for R&I and other companies is the SEC
requirement that a new NRSRO be ‘‘nationally recognized.’’ In essence, this means
that the rating agency must be ‘‘widely accepted in the United States’’ as an issuer
of credible ratings by predominant users of such ratings before it can gain such a
designation to enter the U.S. market. As can be seen, this is a circular test. It was
precisely this circular standard which the Antitrust Division of the U.S. Department
of Justice singled out in 1998 as likely to preclude new competitors in this credit
rating market.4 Moreover, concern about the lack of new competitors in this market
led the Justice Department to recommend to the SEC in 1998 that NRSRO designa-
tion be specifically awarded to some foreign rating agencies.
R&I’s NRSRO Application

As noted, R&I is the largest and most recognized Asian rating agency. It is
headquartered in Japan, the second largest economy in the world. R&I is a re-
spected independent source of financial information for the overwhelming majority
of United States broker-dealers and financial institutions that conduct operations in
Japan, and provides a variety of ratings services to United States and foreign com-
panies. Market participants particularly appreciate that R&I calculates and pub-
lishes a ‘‘broad-definition default ratio’’ based on a 27-year record which indicates
the probability that an issuer that has been given a publicly released rating will
fall into default within that given period of time. R&I’s ratings are regularly an-
nounced and published by the leading financial electronic and print media in Japan,
and in the United States as well.

In regard to your Committee’s specific request for a discussion of our agencies’ in-
ternal ratings process we present the following overview of the R&I rating team’s
procedures. The rating team is responsible for reviewing financial information re-
garding the issuer and the terms of the instrument to be issued. The team reviews
both publicly available information and confidential information obtained from the
issuer. Teams generally review the financials of the issuer from the prior 5 years,
as well as forecasts for the next 3 years.

R&I staff, including at least one senior analyst, will visit the senior management
of the issuer as part of a detailed due diligence exam of the issuer. This on-site due
diligence examination typically lasts several days. During the visit, the team meets
with the chief executive officer of the issuer, holds various meetings with senior ex-
ecutives in the areas of finance, planning and development, production, sales, and,
where applicable, may schedule an inspection of plants and/or other facilities. The
meetings include both issuer presentations and detailed, extensive interview ses-
sions with senior management. Particular attention is focused on the issuer’s
cashflow and overall financial stability. Each rating team considers industry trends,
sector volatility, and any relevant geopolitical or economic risk. The rating team also
conducts intercompany comparisons, taking into consideration any relevant geo-
political, currency, or economic risk.

Once the initial analysis is complete, each team’s written report is scrutinized in
R&I’s intensive committee review process. The team’s report and recommendation
initially is submitted to the Rating Committee. R&I has three classifications of Rat-
ings Committees: The Plenary Committee, the Standing Committee, and the Sub-
committee. The Plenary Committee is the most senior committee and serves as an
‘‘appellate’’ body for the other committees, addressing any controversial or novel rat-
ing that is under consideration by the other committees. The Standing Committee
evaluates the majority of the proposed ratings, and the Subcommittee reviews rat-
ings that are less likely to change than other ratings, such as ongoing ratings of
previously rated issues or issuers. R&I management is generally prohibited from
participating in the Rating Committee. In exceptional circumstances, and only with
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5 Press Statement, ‘‘Financial Oversight of Enron: The SEC and Private-Sector Watchdogs,’’
Chairman Joe Lieberman, October 7, 2002.

6 House Committee on Financial Services, Subcommittee on Capital Markets, Insurance and
Government Sponsored Enterprises, ‘‘Rating the Rating Agencies: the State of Transparency and
Competition,’’ hearing on April 2, 2003, and ‘‘The Ratings Game: Improving Transparency and
Competition Among the Credit Ratings Agencies,’’ held on September 14, 2004.

7 ‘‘End the Government-Sponsored Cartel in Credit Ratings’’ by Alex Pollock, AEI Financial
Services Outlook, January 2005.

express authorization of R&I’s Board of Directors, R&I senior executives may ob-
serve the Rating Committee meetings, but cannot vote on any matter discussed by
the Rating Committee.

For over a decade, R&I and its predecessors have engaged the SEC in an effort
to receive NRSRO designation. This began in October 1990, when the Japan Bond
Research Institute (JBRI) submitted a letter to the SEC requesting designation as
an NRSRO. In January 1991, Nippon Investors Services, Inc. (NIS) submitted its
request for NRSRO designation. While there was some interaction with the SEC fol-
lowing these applications neither entity received a formal response from the SEC.

On April 1, 1998, NIS and JBRI merged to form R&I and in July 1998, R&I sub-
mitted a follow-up letter to the SEC requesting that R&I be designated as an
NRSRO. This led to some discussion with the SEC staff after which R&I submitted
an amended request for NRSRO designation in January 2002. The 2002 request was
limited in scope in that R&I sought to be recognized as an NRSRO solely with re-
spect to yen-denominated securities. R&I’s expertise in yen-denominated securities
is recognized throughout the world’s financial markets and by the leading financial
institutions in the United States. There is past precedent for the SEC to designate
limited-purpose NRSRO’s including the designation of two agencies, in particular,
IBCA and Thompson BankWatch, Inc., as NRSRO’s for limited purposes. Such rec-
ognition on a limited-basis was considered appropriate if a rating agency could dem-
onstrate that it possesses unique expertise in rating particular securities, or securi-
ties of particular currency denomination. As a practical matter, investors and the
marketplace will be significantly deprived of the full benefit of this expertise unless
the rating agency is recognized as a NRSRO, at least with respect to those securities
issues in which the rating agency has expertise.
Recent Developments

In early 2002, the Senate Committee on Government Affairs held a series of hear-
ings into the collapse of Enron. In a follow-up staff report on Enron, hearings
focused, among other things, on the fact that there were only three major NRSRO
operating in the United States.5—a situation which continues to this day. As this
Committee is aware, the Sarbanes-Oxley Act of 2002 required that the SEC then
conduct a study of the role of credit rating agencies in the U.S. securities markets
and submit a report regarding its study to the President and Congress.

In November 2002, as part of its study, the SEC held 2 full-days of hearings at-
tended by a variety of academics, credit rating agencies, and consumers of ratings
reports such as investment companies. R&I submitted written comments to the SEC
prior to these hearings. Additionally, I participated in the SEC Roundtable forum
on November 21, 2002. In January 2003, the SEC issued its report which included
its plans to issue a concept release within 60 days of the report to seek comment
on issues that would form the basis of proposed rules with respect to credit rating
agencies. In February 2003, shortly after issuing its report, the SEC approved a
fourth credit rating agency as a new NRSRO. In June 2003, the SEC issued a con-
cept release on credit rating agencies and the administration of the NRSRO applica-
tion process. R&I promptly submitted its comments on the concept release. Since
publication of the SEC’s concept release, there has been additional public action
with respect to credit rating agencies including two additional hearings in the
House Financial Services Committee,6 a three-part series in The Washington Post
that focused mainly on the lack of competition in the credit rating industry which
appeared in November 2004, and most recently a white paper on the subject pub-
lished by the American Enterprise Institute.7

Action Sought with Respect to R&I’s Application
It is essential that additional qualified credit rating agencies be recognized as

NRSRO’s to increase the quality of the oversight function that such credit rating
agencies play in the U.S. securities markets. Each additional NRSRO will benefit
investors and the financial markets by improving the availability of important fi-
nancial information and analysis. Considering the pace and uncertainty of any regu-
latory change, pending NRSRO applications, including R&I’s application, should
receive prompt attention.
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Despite the increased interest and attention directed at credit rating agencies
since the submission of R&I’s January 2002 NRSRO request, there has been no ap-
preciable progress with respect to R&I’s application. Eight leading Wall Street in-
vestment-banking firms and two major U.S. insurance companies have written to
the SEC to support R&I’s NRSRO designation. R&I understands that the future
regulation of credit rating agencies and the use of the NRSRO designation is in
transition, particularly in light of the concept release and continuing Congressional
hearings; however, without such designation, we operate at a competitive disadvan-
tage every day under the current regulatory scheme. R&I is well-qualified to con-
tribute to the flow of information and expert analysis so valuable to U.S. investors
and issuers. Therefore, the lack of progress on R&I’s application harms both R&I
and investors. If allowed to enter the market, U.S. investors, especially institutional
investors such as insurance companies, would benefit from having an additional
source of proven credit analyses and U.S. issuers benefit from having more pro-
viders of rating services in the Samurai bond market. Until such time as a new reg-
ulatory scheme is implemented with respect to credit rating agencies (which could
be years away, if ever), we respectfully suggest the SEC should be focusing on ap-
proving qualified NRSRO’s. We encourage the Committee to advise the SEC not to
neglect pending NRSRO applications nor require such applicants to await further
rulemaking prior to approval.
Appropriate Type of Regulatory Oversight for Credit Rating Agencies

It would be appropriate and fair to regularly check if rating agencies recognized
as NRSRO’s have been maintaining their original qualification criteria. This can be
accomplished by requiring NRSRO’s to submit reports to the SEC indicating past
performance and continuing qualification. Such submissions should be disclosed to
the public. If the SEC determines that a particular NRSRO fails to satisfy all of
the necessary criteria, such rating agency should be required to immediately rectify
the situation. If, after one year’s probation period, such an NRSRO still fails to all
of the criteria, the NRSRO recognition should be revoked.

The SEC should review an NRSRO’s continuing compliance with the original
qualification criteria. If there is any reason to believe that an NRSRO has failed
to meet any of the original qualification criteria at any time, the SEC should be able
to conduct a review of the particular NRSRO in question. The evaluation of the
overall quality and performance of NRSRO’s generally should be deferred to market
participants.

If the Committee has any questions regarding R&I, its operations, or its applica-
tion with the SEC for NRSRO status, we would be glad to respond to any requests
for information. We earnestly seek a timely review and a speedy determination re-
garding R&I’s NRSRO application. Thank you for the opportunity to present these
views.

—————

PREPARED STATEMENT OF STEPHEN W. JOYNT
PRESIDENT AND CHIEF EXECUTIVE OFFICER, FITCH RATINGS

FEBRUARY 8, 2005

Introduction
Fitch Ratings traces it roots to the Fitch Publishing Company established in 1913.

In the 1920’s, Fitch introduced the now familiar ‘‘AAA’’ to ‘‘D’’ rating scale. Fitch
was one of the three rating agencies (together with Standard & Poor’s (S&P) and
Moody’s Investors Service (Moody’s)) first recognized as a Nationally Recognized
Statistical Rating Organization (a so-called ‘‘NRSRO’’) by the Securities and Ex-
changes Commission (SEC) in 1975.

Since 1989 when a new management team recapitalized Fitch, Fitch has experi-
enced dramatic growth. Throughout the 1990’s, Fitch especially grew in the new
area of structured finance by providing investors with original research, clear expla-
nations of complex credits and more rigorous surveillance than the other rating
agencies.

In 1997, Fitch merged with IBCA Limited, another NRSRO headquartered in Lon-
don, significantly increasing Fitch’s worldwide presence and coverage in banking, fi-
nancial institutions, and sovereigns. Through the merger with IBCA, Fitch became
owned by Fimalac, a holding company that acquired IBCA in 1992. The merger of
Fitch and IBCA represented the first step in our plan to respond to investors’ needs
for an alternative global, full-service rating agency capable of successfully competing
with Moody’s and S&P across all products and market segments.
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Our next step in building Fitch into a global competitor was our acquisition of
Duff & Phelps Credit Rating Co., an NRSRO headquartered in Chicago, in April
2000 followed by the acquisition later that year of the rating business of Thomson
BankWatch. These acquisitions strengthened our coverage in the corporate, finan-
cial institution, insurance, and structured finance sectors, as well as adding a sig-
nificant number of international offices and affiliates.

As a result of this growth and acquisitions, Fitch today has approximately 1,600
employees, including over 750 analysts, in over 49 offices and affiliates worldwide.
Fitch currently covers over 4,400 corporations, banks and financial institutions, 86
sovereigns, and 40,000 municipal offerings in the United States. In addition, we
cover over 7,500 issues in structured finance, which remains our traditional
strength.

Fitch is in the business of publishing research and independent ratings and credit
analysis of securities issued around the world. A rating is our published opinion as
to the creditworthiness of a security, distilled into a simple, easy to use grading sys-
tem (AAA to DDD). Fitch typically provides explanatory information with each rat-
ing.

Rating agencies gather and analyze a variety of financial, industry, market, and
economic information, synthesize that information, and publish independent, cred-
ible assessments of the creditworthiness of securities and issuers, thereby providing
a convenient way for investors to judge the credit quality of various alternative in-
vestment options. Rating agencies also publish considerable independent research
on credit markets, industry trends, and economic issues of general interest to the
investing public.

By focusing on credit analysis and research, rating agencies provide independent,
credible and professional analysis for investors more efficiently than investors could
perform on their own.

We currently have hundreds of institutional investors, financial institutions, and
Government agencies subscribing to our research and ratings, and thousands of in-
vestors and other interested parties that access our research and ratings through
our free website and other published sources and wire services such as Bloomberg,
Business Wire, Dow Jones, Reuters, and The Wall Street Journal.

A diverse mix of both short-term and long-term investors uses our ratings as a
common benchmark to grade the credit risk of various securities.

In addition to their ease of use, efficiency and widespread availability, we believe
that credit ratings are most useful to investors because they allow for reliable com-
parisons of credit risk across diverse investment opportunities.

Credit ratings can accurately assess credit risk in the overwhelming majority of
cases and have proven to be a reliable indicator for assessing the likelihood that a
security will default. Fitch’s most recent corporate bond and structured finance de-
fault studies are summarized below.

The performance of ratings by the three major rating agencies is quite similar.
We believe this similarity results from the common reliance on fundamental credit
analysis and the similar methodology and criteria supporting ratings.
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Through the years, NRSRO ratings also have been increasingly used in safety and
soundness and eligible investment regulations for banks, insurance companies, and
other financial institutions. While the use of ratings in regulations has not been
without controversy, we believe that regulators rely on ratings for the same reason
that investors do: Ease of use, widespread availability, and proven performance over
time.

Although one can use other methods to assess the creditworthiness of a security,
such as the use of yield spreads and price volatility, we believe that such methods,
while valuable, lack the simplicity, stability, and track record of performance to sup-
plant ratings as the preferred method used by investors to assess creditworthiness.

However, we also believe that the market is the best judge of the value of ratings.
We believe that if ratings begin to disappoint investors they will stop using them
as a tool to assess credit risk and the ensuing market demand for a better way to
access credit risk will rapidly facilitate the development of new tools to replace rat-
ings and rating agencies.
Regulatory Review of Rating Agencies

Beginning in 2002, the SEC began a thorough study of rating agencies that in-
cluded informal discussions with Fitch and the other rating agencies, a formal ex-
amination of our practices and procedures, and two full days of public hearings in
November 2002 in which we participated. Following the passage of the Sarbanes-
Oxley Act of 2002, the SEC issued its Report on the Role and Function of Credit
Rating Agencies in the Operation of the Securities Market in January 2003. In June
2003, the SEC issued a concept release, Rating Agencies and the Use of Credit Rat-
ings under the Federal Securities Laws, soliciting public comment on a variety of
issues concerning credit rating agencies.

In the international arena, in the summer of 2003, a working group of the Inter-
national Organization of Securities Commissions (IOSCO), under the leadership of
SEC Commissioner Roel Campos, began its study of the credit rating agencies. Fitch
was an active participant in the IOSCO process that ultimately led to the publica-
tion by IOSCO of the Statement of Principles Regarding the Activities of the Credit
Rating Agencies in September 2003 and the Code of Conduct Fundamentals for
Credit Rating Agencies at the end of last year.

Given the importance of credit ratings in the financial market, we agree that
there is a strong need for credit rating agencies to maintain high standards. For
that reason, throughout the past 3 years Fitch has participated actively in the dia-
logue at the SEC, IOSCO, and on a local level throughout the world about the role
and function of the rating agencies in the worldwide capital markets.

Fitch supports the four high-level principles outlined by IOSCO as announced in
it Principles in September 2003, which the IOSCO Code complements. These four
principles include transparency and symmetry of information to all market partici-
pants, independence, and freedom from conflict of interest. We are supportive of the
IOSCO Code and we believe that our present operating policies and practices exem-
plify the principles of the IOSCO Code and will continue to work with all capital
markets participants to refine ‘‘best practices’’ for the ratings industry. We plan to
publish our formal code of conduct, together with our existing policies that com-
plement it, by the end of the first quarter of this year.
Testimony

Set forth below is a summary of our views on the issues we understand the Com-
mittee on Banking, Housing, and Urban Affairs intends to explore at its hearing
‘‘Examining the Role of Credit Rating Agencies in the Capital Markets.’’
NRSRO Recognition Process And Criteria

We believe that the SEC should formalize the process by which it recognizes rat-
ing organizations. The application process, specific recognition criteria, and time
frames for action on all applications should be specified in appropriate regulations.
We believe public comment should be solicited on applications and an appropriate
appeal process should be put in place.

The criteria for recognition should include an evaluation of the organization’s re-
sources, its policies to avoid conflicts of interest and prevent insider trading and the
extent to which market participants use the organization’s ratings. Most impor-
tantly, however, recognition should be based upon the organization demonstrating
the performance of their ratings over time by publication of actual default rates ex-
perienced in rating categories and transition studies showing the actual movement
of ratings over time. When considering a rating organization for possible recogni-
tion, we believe the SEC should evaluate the default and transition experience of
each organization’s ratings against a benchmark reflecting the aggregate, historical
default, and transition rates of all ratings issued by rating agencies in the market.
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Ultimately, we believe that recognition should be reserved for those organizations
that prove the performance of their ratings over time relative to the performance
of other rating systems.

We also believe that the SEC should continue the practice of limited recognition
that acknowledges the special expertise of smaller organizations in selected areas
of specialty or geographic regions such as the prior recognition afforded to IBCA and
BankWatch for their expertise in financial institution analysis.

Fitch does not believe that a criterion for recognition should be adherence to gen-
erally accepted industry standards. In fact, such industry standards do not exist in
the case of credit rating agencies and we believe that it would be detrimental to
introduce them. Ratings are opinions, and as such are based on differing criteria,
qualitative and quantitative, in each agency. The market benefits from this diversity
of opinion, and demands it. Requiring that a rating agency abide by strict standards
would create a situation in which each agency would produce the same result on
each credit and there would be no need for competing agencies or any benefit from
competing agencies.
Examination and Oversight of NRSROS

Fitch acknowledges the Commission’s right to revoke the recognition of any
NRSRO that no longer meets the criteria for recognition. Given the importance of
credit ratings in the financial markets, we believe this is an important need. As we
discussed in connection with the criteria for recognition, we also believe that the ex-
amination and oversight of NRSRO’s should be principally focused on the perform-
ance of a rating organization’s ratings over time relative to the performance of other
rating systems. Accordingly, we believe that the Commission’s principal oversight
function should be to evaluate regularly the default and transition experience of
each organization’s ratings against an aggregate benchmark. Additionally, we also
acknowledge the importance of our adherence to policies designed to prevent the
misuse of inside information and the need of the Commission to ensure compliance
with these important policies.

In addition, we believe that any oversight should be narrowly tailored to recognize
the constitutional rights of the rating agencies, which function as journalists and
thus should be afforded the high level of protection guaranteed by the First Amend-
ment. An excessive amount of interference with the business of rating agencies
would both violate the First Amendment rights of the agencies and remove some
of the flexibility in the ratings process that is critical to objective and timely ratings.

Within this framework, a narrowly tailored oversight scheme specific to rating
agencies should be developed. While the rating agencies currently file voluntarily
under the Investment Advisor’s Act, this is not a ‘‘good fit,’’ as our agencies function
as journalists, providing analysis and opinion, and not as investment advisers. As
the Supreme Court recognized in Lowe, Congress ‘‘did not seek to regulate the press
through the licensing of nonpersonalized publishing activities’’ when it enacted the
Investment Advisors Act, but rather was ‘‘primarily interested in regulating the
business of rendering personalized investment advice.’’ Lowe v. SEC, 472 U.S. 181,
204 (1985). Fitch does not provide any personalized investment advice; indeed, even
Fitch’s nonpersonalized ratings do not make any recommendations to buy or sell
particular securities, but rather simply analyze the creditworthiness of a security,
a point noted by the SEC staff in its June 4, 2003 response to questions from Con-
gressman Richard H. Baker. Fitch is therefore not an ‘‘investment advisory busi-
ness’’ within the meaning of the Investment Advisors Act and to try to make the
Investment Advisors Act apply to Fitch and other rating agencies would not be pro-
ductive.

In the same vein, it would be unsound to seek to impose a diligence requirement
on rating agencies either for purposes of creating a private right of action or for
oversight purposes. Even putting aside the significant and in our view insurmount-
able issues of statutory authority and constitutionality, rating agencies do not now
audit or verify the information on which they rely, and to impose such a require-
ment would duplicate the work of the various professionals (auditors, lawyers, in-
vestment bankers, and fiduciaries) upon whom the law does place certain obliga-
tions of diligence and due care.
Conflicts of Interest

Over the years, there has been considerable discussion about the fact that the cur-
rent NRSRO’s derive a significant portion of their revenue from the ratings fees
charged to issuers of rated securities. Fitch does not believe that the fact that
issuers generally pay the rating agencies’ fees creates an actual conflict of interest,
that is, a conflict that impairs the objectivity of the rating agencies’ judgment about
creditworthiness reflected in ratings. Rather, it is more appropriately classified as
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a potential conflict of interest, that is, something that should be disclosed and man-
aged to ensure that it does not become an actual conflict. We believe the measures
that Fitch uses to manage the potential conflict adequately prevent an actual con-
flict of interest from arising.

Charging a fee to the issuer for the analysis done in connection with a rating,
dates back to the late 1960’s. Investors, who are the ultimate consumers of the rat-
ing agency product, are quite aware of this.

By way of context, Fitch’s revenue comes from two principal sources: The sale of
subscriptions for our research, and fees paid by issuers for the analysis we conduct
with respect to ratings. In this we are similar to other members of the media who
derive revenue from subscribers and advertisers that include companies that they
cover. Like other journalists, we emphasize independence and objectivity because
our independent, unbiased coverage of the companies and securities we rate is im-
portant to our research subscribers and the marketplace in general.

Fitch goes to great lengths to ensure that our receipt of fees from issuers does
not affect our editorial independence. We have a separate sales and marketing team
that works independently of the analysts that cover the issuers. In corporate finance
ratings, analysts generally are not involved in fee discussions. Although structured
finance analysts may be involved in fee discussions, they are only the most senior
analysts who understand the need to manage any potential conflict of interest.

We also manage the potential conflict through our compensation philosophy. The
revenue Fitch receives from issuers covered by an analyst is not a factor in that an-
alyst’s compensation. Instead, an analyst’s performance, such as the quality and
timeliness of research, and Fitch’s overall financial performance determine an ana-
lyst’s compensation. Similarly, an analyst’s performance relative to his or her peers
and the overall profitability of Fitch are what determine an analyst’s bonus. The fi-
nancial performance of an analyst’s sector or group does not factor into their bo-
nuses.

Fitch does not have an advisory relationship with the companies it rates. It al-
ways maintains full independence. Unlike an investment bank, our fees are not
based on the success of a bond issue or tied to the level of the rating issued. The
fee charged an issuer does not go up or down depending on the ratings assigned
or the successful completion of a bond offering.

Our fee is determined in advance of the determination of the rating and we do
not charge a fee for a rating unless the issuer agrees in advance to pay the fee.
While we do assign ratings on an unsolicited basis, we do not send bills for unsolic-
ited ratings. Any issuer may terminate its fee arrangement with Fitch without fear
that its rating will be lowered, although we do reserve the right to withdraw a rat-
ing for which we are not paid or if there is insufficient investor interest in the rat-
ing to justify continuing effort to maintain it.

As noted above, Fitch believes that the disclosure of the arrangement by which
an issuer pay fees to Fitch in connection with Fitch’s ratings of the issuer is appro-
priate. Accordingly, Fitch currently discloses that it receives fees from issuers in
connection with our ratings as well as the range of fees paid. This has been our
practice for sometime.

Another concern discussed by the SEC in the Concept Release is that subscribers
have preferential access to rating analysts and may obtain information about a rat-
ing action before it is available to the general public. This concern is completely un-
warranted in the case of Fitch. Fitch takes great efforts to ensure that all members
of the public have access to our ratings and may discuss those ratings with our ana-
lysts, whether or not those interested parties are subscribers.

All public ratings and rating actions are widely disseminated through our web
sites and international wire services. Except for prior notification to the issuer of
a rating or rating action, Fitch never selectively discloses ratings and rating actions
to any subscriber or any other party. Fitch’s ratings and related publications, in-
cluding those detailing rating actions, are widely available through our public
websites and wire services free-of-charge and there are no prior communications of
rating actions to subscribers.

Fitch analysts do regularly conduct informal conversations with investors, other
members of the financial media, and interested parties discussing our analysis and
commentary, but as a matter of policy, those conversations can never go beyond the
scope of our published analysis or communicate any nonpublic information. We be-
lieve that making our analysts available to anyone interested in discussing our
analysis is a valuable service to investors and the capital markets at large. The con-
tact information for the principal analysts and other key contact people at Fitch is
included in every item we publish for the purpose of facilitating interested parties
posing questions to our analysts. Anyone can call our analysts free-of-charge and
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discuss our analysis with them, whether or not the person is a subscriber to our
subscription services.

From time to time, we also hold free telephone conferences that are available to
anyone interested, at which our analysts will discuss our published analysis and cri-
teria and take questions from the participants. These telephone conferences are
publicly announced in the same manner our ratings and rating actions are dissemi-
nated.

We also sponsor conferences throughout the world, as well as participate in con-
ferences sponsored by others (which may sometimes require payment of a registra-
tion fee) at which our analysts will discuss our published analysis and criteria. Fitch
publicly advertises these conferences and all are welcome.

In addition, we firmly believe that existing antifraud remedies are sufficient to
deter any inappropriate disclosures by rating agencies to subscribers or any other
parties.

Concern has also been raised about the potential conflicts of interest that may
arise when rating agencies develop ancillary fee-based businesses. Over the years,
revenue derived by Fitch from nonrating sources, including consulting and advisory
services has been minimal. Historically, the bulk of such services related to pro-
viding customized ratings, performance, or scoring measures and were usually pro-
vided to subscribers of our subscription products, which were not necessarily entities
that we rate.

In the fourth quarter of 2001, Fitch Group, Fitch Ratings’ parent company estab-
lished Fitch Risk Management, Inc. (FRM), a newly formed company offering risk
management services, databases, and credit models to help financial institutions
and other companies manage both credit and operational risk. Fitch Ratings and
FRM are subject to a ‘‘fire wall’’ policy and FRM has its own employees, offices, and
marketing staff. Fitch Group recently acquired Algorithmics, a leading provider of
enterprise risk management solutions. Algorithmics, part of FRM, is subject to the
same ‘‘firewall’’ policies.

Based on the above-described procedures regarding issuer payment of fees, selec-
tive disclosure and ancillary services, Fitch believes that it adequately addresses
any potential conflict of interest. In fact, we believe that the suggestions proposed
in both the SEC Concept Release and the provisions of the IOSCO Code to protect
against conflicts of interest have already been in large part adopted by Fitch. How-
ever, Fitch would not oppose narrowly tailored conditions to SEC recognition that
ensure that these standards continue.
Transparency

We believe quite strongly that the process and procedure that rating agencies use
should be transparent. Accordingly, at Fitch, there are hundreds of criteria reports
published highlighting the methodology we use to rate various types of entities and
securities, together with detailed sector analysis on a broad array of sectors, compa-
nies, and issues, all available free on our website (www.fitchratings.com). Fitch has
also been a leader in publishing presale reports in the areas of structured finance,
global power, project finance, and public finance, where our published analysis of
various transactions of interest to the market is made available free of charge on
our website prior to the pricing of the transaction. In addition, Fitch makes avail-
able free of charge on our website all of our outstanding ratings. We also distributes
announcements of rating actions through a variety of wire services as mentioned
above.

However, certain of our publications and data are only available to our paid sub-
scribers. We commit extensive time and resources to producing our publications and
data and we believe they are valuable to anyone interested in objective credit anal-
ysis. In this practice, we are no different from other members of the financial media,
such as Bloomberg, Dow Jones, Thomson Financial, and others that charge sub-
scribers for access to their publications and data services.

While we believe that for the most part credit rating agencies have adequate ac-
cess to the information they need to form an independent and objective opinion
about the creditworthiness of an issuer, Fitch would welcome improved disclosure
by issuers. As we found in our various published studies of the use of credit deriva-
tives in the global market, financial reporting and disclosure with respect to areas
such as credit derivatives, off-balance sheet financing, and other forms of contin-
gencies vary greatly by sector, and comparability is further obscured by differences
in international reporting and accounting standards.

As the SEC noted in their report, issuers provide rating agencies with nonpublic
information as part of the rating process. The nature and level of nonpublic informa-
tion provided to Fitch varies widely by company, industry, and country. Nonpublic
information frequently includes budgets and forecasts, as well as advance notifica-
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tion of major corporate events such as a merger. Nonpublic information may also
include more detailed financial reporting.

While access to nonpublic information and senior levels of management at an
issuer is beneficial, Fitch can form an objective opinion about the creditworthiness
of an issuer based solely on public information in many jurisdictions. Typically, it
is not the value of any particular piece of nonpublic information that is important
to the rating process, but that access to such information and to senior management
that assists us in forming a qualitative judgment about a company’s management
and prospects.

Another factor critical to the adequate flow of information to and from the rating
agencies is the understanding that information can be provided to a rating agency
without necessitating an intrusive and expensive verification process that would
largely if not entirely duplicate the work of other professionals in the issuance of
securities. Thus, as noted by the SEC Report, rating agencies do not perform due
diligence or conduct audits, but do assume the accuracy of the information provided
to them by issuers and their advisors. Since rating agencies are part of the financial
media, we believe that our ability to operate on this assumption, and to exercise dis-
cretion in deciding how to perform our analysis and what to publish, is protected
by the First Amendment.

—————

PREPARED STATEMENT OF JAMES A. KAITZ
PRESIDENT AND CEO, THE ASSOCIATION FOR FINANCIAL PROFESSIONALS

FEBRUARY 8, 2005

Good morning, Chairman Shelby, Ranking Member Sarbanes, and Members of the
Committee. I am Jim Kaitz, President and CEO of the Association for Financial Pro-
fessionals. AFP welcomes the opportunity to participate in today’s hearing on the
role of credit rating agencies in the capital markets.

The Association for Financial Professionals (AFP) represents more than 14,000 fi-
nance and treasury professionals representing more than 5,000 organizations. Orga-
nizations represented by our members are drawn generally from the Fortune 1,000
and the largest of the middle-market companies from a wide variety of industries.
Many of our members are responsible for issuing short- and long-term debt and
managing corporate cash and pension assets for their organizations. In these capac-
ities, our members are significant users of the information provided by credit rating
agencies. Acting as both issuers of debt and investors, our members have a balanced
view of the credit rating process, and have a significant stake in the outcome of the
examination of rating agency practices and their regulation.

AFP believes that the credit rating agencies and investor confidence in the ratings
they issue are vital to the efficient operation of global capital markets. Before out-
lining the consequences of inaction, it is useful to provide some background on how
we got to where we are today and summarize AFP’s research on this important
issue.
Background

For nearly 100 years, rating agencies have been providing opinions on the credit-
worthiness of issuers of debt to assist investors. The Securities and Exchange Com-
mission (SEC) and banking regulators also rely on ratings from rating agencies. In
1975, the SEC recognized Moody’s, Standard & Poor’s, and Fitch, the three major
rating agencies in existence at that time, as the first Nationally Recognized Statis-
tical Rating Organizations (NRSRO). The SEC and other regulators use the ratings
from the NRSRO’s to determine whether certain regulated investment portfolios, in-
cluding those of mutual funds, insurance companies, and banks, meet established
credit quality standards. As a result, companies that hope to have their debt pur-
chased by these portfolios must have a rating from an NRSRO. From 1975 to 1992,
the SEC recognized four other rating agencies, but each of these entrants con-
sequently merged with Fitch. The SEC did not recognize any new agencies from
1992 until April 2003, when Dominion Bond Rating Service received recognition
from the SEC, becoming the fourth NRSRO.

Some market participants have argued that the NRSRO’s did not adequately
warn investors of the impending failure of Enron, WorldCom, Parmalat, and other
companies. For example, in 2001, the rating agencies continued to rate the debt of
Enron as ‘‘investment grade’’ days before the company filed for bankruptcy. These
failures occurred despite the fact that credit rating agencies (CRA’s) have access to
nonpublic information because of their exemption from Regulation Fair Disclosure
(Reg FD). As a result of the corporate scandals of 2001, Congress, in the Sarbanes-
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1 For complete copies of both survey results visit the AFP website at www.AFPOnline.org.

Oxley Act required the Securities and Exchange Commission (SEC) to conduct a
study on credit rating agencies examining the role of rating agencies in evaluating
debt issuers, the importance of that role to investors and any impediments to accu-
rate appraisal by credit rating agencies. Sarbanes-Oxley also required the study to
determine whether there are any barriers to entry into the credit rating market and
whether there are conflicts of interest that hinder the performance of the rating
agencies.

In January 2003, the SEC released the Sarbanes-Oxley required study, which
identified five major issues that the SEC stated it would examine further: Informa-
tion flow, potential conflicts of interest, alleged anticompetitive or unfair practices,
reducing potential barriers to entry, and ongoing oversight. Following the study, the
SEC issued, for public comment, a concept release exploring these issues on June
4, 2003. As of this hearing, the SEC has not issued any proposed rules.

In September 2002, AFP surveyed senior level corporate practitioners and finan-
cial industry service providers on their views regarding the quality of the NRSROs’
ratings, the role the SEC should take in regulating the agencies, and the impact
additional competition may have on the marketplace for ratings information. In that
survey, many financial professionals indicated that the ratings generated by the
NRSRO’s were neither accurate nor timely.

In September 2004, AFP once again surveyed senior level financial professionals
regarding the accuracy and timeliness of the NRSROs’ analyses and on the potential
role regulators may have in promoting competition among credit rating agencies.1

Key findings of the 2004 AFP Rating Agency Survey include:
• Eighty-seven percent of responding organizations with debt indicate that credit

providers require them to obtain and maintain a rating from at least one of the
four NRSRO’s.

• Many financial professionals believe that the ratings of their organizations are ei-
ther inaccurate or are not updated on a timely basis.

• A third of corporate practitioners believe the ratings on their organization’s debt
are inaccurate.

• Fifty-two percent of financial professionals indicate that the cost of credit ratings
has increased by at least 11 percent over the past 3 years, including 19 percent
that indicate that costs have increased at least 25 percent over that time period.

• While many responding organizations are confident in the accuracy of the ratings
they use for investments, they are less confident in the timeliness of the same rat-
ings.

• Financial professionals believe the Securities and Exchange Commission (SEC)
should take a greater role in overseeing the credit rating agencies along with en-
couraging greater competition in the field.
Recently, other organizations have taken steps to address credit rating agency re-

form issues. The International Organization of Securities Commissions (IOSCO) in
September 2003 issued a Statement of Principles regarding the manner in which
rating agency activities are conducted. In December 2004, IOSCO released Code of
Conduct Fundamentals for Credit Rating Agencies.

In July 2004, the Committee of European Securities Regulators (CESR), at the
request of the European Commission, issued a call for evidence on possible meas-
ures concerning credit rating agencies. The Committee intends to approve and pub-
lish its final advice to the European Commission in March 2005.
Consequences of Inaction

Why is reforming the credit rating system so important? Along with the SEC and
other regulators that have incorporated the NRSRO designation into their rules, in-
stitutional and individual investors have long relied on credit ratings when pur-
chasing individual corporate and municipal bonds. Further, nearly every mutual
fund manager that individuals and institutional investors have entrusted with over
$8 trillion relies to some degree on the ratings of nationally recognized agencies.
Rating actions on corporate debt also have an indirect but sizeable impact on the
stock prices of rated companies.

Debt issuers rely on the credit rating agencies to understand the company’s fi-
nances, strategic plans, competitive environment, and any other relevant informa-
tion about the company in order to issue ratings that accurately reflect the com-
pany’s creditworthiness. These ratings determine the conditions under which a com-
pany can raise capital to maintain and grow their business. Credit ratings also
allow others that deal with the issuer to make an informed assessment of the issuer
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as a potential trading partner, and are a valuable part of the issuer’s external com-
munications with the market.

While credit rating agencies have long played a significant role in the operation
of capital markets, the Administration’s recent single-employer pension reform pro-
posal would further increase the importance of the NRSRO’s and their impact on
Americans. The proposal would tie pension funding and Pension Benefit Guaranty
Corporation (PBGC) premiums to a plan sponsor’s financial condition as determined
by existing credit ratings. In some cases, plan sponsors would be prohibited from
increasing benefits or making lump sum payments based on their credit rating and
funded status. Such a proposal would further codify the NRSRO designation and
even further empower the rating agencies.

Despite the increasing reliance on credit ratings, even after more than 10 years
of examining the role and regulation of credit rating agencies, the Securities and
Exchange Commission has not has not taken any meaningful action to address the
concerns of issuers and investors. These concerns include questions about the credi-
bility and reliability of credit ratings and conflicts of interest and abusive practices
in the rating process. Chairman Shelby and Members of the Committee, these
issues are far too important for the SEC to remain silent while the world waits for
it to take action.

As I noted earlier, the credit rating agencies and investor confidence in the rat-
ings they issue are vital to the operation of global capital markets. As evidenced in
AFP’s research, confidence in rating agencies and their ratings has diminished over
the past few years. Addressing issues such as the lack of a defined process by which
an agency can become an NRSRO, eliminating potential conflicts of interest, and ef-
fective marketplace competition will begin to restore the much-needed confidence in
the credit ratings system.

When the SEC recognized the first Nationally Recognized Statistical Rating Orga-
nization (NRSRO) in 1975 without enumerating the criteria by which others could
be recognized, it created an artificial barrier to entry to the credit ratings market.
This barrier has led to a concentration of market power with the recognized rating
agencies and a lack of competition and innovation in the credit ratings market. Only
the SEC can remove the artificial barrier to competition it has created. Therefore,
AFP strongly recommends that the SEC maintain the NRSRO designation and
clearly articulate the process by which qualified credit rating agencies can attain
the NRSRO designation.

Not only has the SEC bestowed a significant competitive advantage, but it has
also failed to exercise any meaningful oversight of the recognized agencies. In nearly
30 years since creating the NRSRO designation, there has been no review of the on-
going credibility and reliability of the ratings issued by the NRSRO’s. The SEC
must improve its ongoing oversight of the rating agencies to ensure that they con-
tinue to merit NRSRO status.

The SEC further empowered the rating agencies when it exempted them from
Regulation Fair Disclosure (FD). Through this exemption, the rating agencies have
access to nonpublic information about the companies they rate. Again, the Commis-
sion has done nothing to ensure that those who are granted this powerful exemption
do not use the nonpublic information inappropriately. The SEC must require that
NRSRO’s have policies in place to protect this valuable and privileged information.
Again, this should be part of the SEC’s ongoing oversight of the rating agencies.

As highlighted in recent media reports, rating agencies continue to promulgate
unsolicited ratings of debt issuers. Because unsolicited ratings are issued without
the benefit of access to company management or nonpublic information about the
issuer, the resulting ratings are often not an accurate reflection of an organization’s
financials condition. Credit ratings are critical to an organization’s ability to issue
debt and issuers often feel compelled to participate in the rating process and pay
for the rating that was never solicited. The potential for abuse of these unsolicited
ratings by the rating agencies must be addressed by the SEC.

Finally, an NRSRO is also in a position to compel companies to purchase ancillary
services. These ancillary services include ratings evaluations and corporate govern-
ance reviews. Further, the revenue derived from these services has the potential to
taint the objectivity of the ratings. You need look no further than the equity re-
search and audit professions to understand why these potential abusive practices
and conflicts of interest must be addressed by the SEC.
Recommendations

To address many of the questions raised by the SEC and market participants, the
Association for Financial Professionals, along with treasury associations from the
United Kingdom and France, released a Code of Standard Practices for Participants
in the Credit Rating Process.
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* Held in Committee files.

A copy of the Code is attached to my testimony.* Importantly, the Code contains
recommendations for regulators, as well as rating agencies and issuers. To be clear,
the Code is a private sector response intended to complement rather than replace
regulation

Earlier in my testimony, I touched upon many of the regulatory recommendations
contained in the Code. I would like to take this opportunity to provide more detailed
regulatory recommendations. Specifically, we recommend establishing transparent
recognition criteria based on whether a credit rating agency can consistently
produce credible and reliable ratings over the long-term. Establishing clearly de-
fined recognition criteria is a crucial step to removing barriers to entry and enhanc-
ing competition in the credit ratings market.

In the Code, we also urge regulators to require that rating agencies document in-
ternal controls that protect against conflicts of interest and anticompetitive and abu-
sive practices, and ensure against the inappropriate use of nonpublic information to
which the rating agencies are privy because of their exemption from Regulation FD.
Regulatory recommendations also include improving ongoing oversight of approved
rating agencies to ensure that NRSRO’s continue to meet the recognition criteria.

For rating agencies, the Code includes suggestions to improve the transparency
of the rating process, protect nonpublic information provided by issuers, protect
against conflicts of interest, address the issue of unsolicited ratings, and improve
communication with issuers and other market participants.

Finally, recognizing that the credibility and reliability of credit ratings is heavily
dependent on issuers providing accurate and adequate information to the rating
agencies, the Code of Standard Practices outlines issuer obligations in the credit rat-
ing process. These obligations are intended to improve the quality of the information
available to the rating agencies during the initial rating process and on an ongoing
basis, and to ensure that issuers respond appropriately to communications received
from rating agencies.

A reasonable regulatory framework that minimizes barriers to entry and is flexi-
ble enough to allow innovation and creativity will foster competition among existing
NRSRO’s and those that may later be recognized and restore investor confidence in
the rating agencies and global capital markets. Rather than excessively prescriptive
regulatory regimes, innovation and private sector solutions, such as AFP’s Code of
Standard Practices, are the appropriate responses to many of the questions that
have been raised about credit ratings.

Restoring issuer and investor confidence in the credit ratings process is critical
to global capital markets. Chairman Shelby and Members of the Committee, we
strongly recommend that you hold the SEC accountable by demanding immediate
action on the issues that have been raised here today. If the SEC does not act imme-
diately to aggressively address each of the concerns we have outlined, we urge you
act to restore investor confidence in the credit ratings process through action by this
Committee. We commend you, Mr. Chairman, and the Committee for recognizing
the importance of this issue to investors and global capital markets and hope that
this hearing will compel the SEC to act.

—————

PREPARED STATEMENT OF RAYMOND W. MCDANIEL, JR.
PRESIDENT AND CHIEF OPERATING OFFICER, MOODY’S INVESTORS SERVICES, INC.

FEBRUARY 8, 2005

Good morning. I am Ray McDaniel, President of Moody’s Investors Service. Let
me begin by thanking Chairman Shelby, Senator Sarbanes, and the Members of the
Committee on Banking, Housing, and Urban Affairs (the Committee) for inviting
Moody’s to participate in this hearing.

Today, I will briefly discuss Moody’s background, the role and the use of our rat-
ings in the market, our rating process and enhancements we have made to that
process, the competitive landscape in which we operate, some global developments
in our industry, and finally the regulatory environment in the United States.
Background about Moody’s

Rating agencies occupy a niche in the investment information industry. Our role
in that market is to disseminate information about the relative creditworthiness of,
among other things, corporations, governmental entities, and pools of assets col-
lected in securitized or ‘‘structured finance’’ transactions. Moody’s is the oldest bond
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rating agency in the world. We have been rating bonds since 1909. Today, we have
more than 1,000 analysts in 18 countries around the world. Our products include
our familiar credit rating opinions, which are publicly disseminated via press re-
lease and made freely available on our website, as well as research and special
reports about debt issuers and their industries that reach more than 3,000 institu-
tions and 22,000 subscribers around the globe.

Moody’s integrity and performance track record have earned it the trust of capital
market participants worldwide. Our ratings and analysis track more than $30 tril-
lion of debt issued in domestic and international markets, covering approximately
10,000 corporations and financial institutions, more than 20,000 municipal debt
issuers, over 12,000 structured finance transactions, and 100 sovereign issuers.
What Moody’s Ratings Measure

Moody’s ratings are expressed according to a simple system of letters and num-
bers. Ratings forecast the relative likelihood that debt obligations or issuers of debt
will meet future payment obligations in a timely manner. Company ratings are for-
mulated utilizing the traditional techniques of fundamental credit analysis and are
thus based primarily on an independent assessment of a company’s published finan-
cial statements.

Moody’s bond rating system, which we have used for 96 years, has 21 categories,
ranging from Aaa to C. Investment-grade ratings include ratings of Aaa, Aa, A, and
Baa. Ratings below Baa are considered speculative-grade. Moody’s ratings are opin-
ions regarding relative expected loss, which reflects an assessment of both the prob-
ability that a debt instrument will default and the severity of loss in the event of
default. The lowest expected credit loss is at the Aaa level, with a higher expected
loss rate at the Aa level, a yet higher expected loss rate at the A level, and so on
down through the rating scale. In other words, the rating system is not a ‘‘pass-fail’’
system; rather, it is a probabilistic system in which the forecasted probability of fu-
ture loss rises as the rating level declines.

Moody’s rating system has over the years extended to other aspects of an issuer’s
creditworthiness, thereby disaggregating the various elements of our analysis and
providing the market with our opinions on those specific characteristics. Two such
examples are:
• short-term ratings—which measure the likelihood that an issuer will be able to

meet its short-term liabilities; and,
• financial strength ratings—which measure the stand alone financial strength of

an entity, excluding any implied or guaranteed third party support
Role and Usage of Ratings

Moody’s believes that the most important function of credit ratings is to con-
tribute to fair and efficient capital markets. Our ratings are one means of commu-
nicating relevant information about a bond to potential investors in that bond. At
the same time, the broad, public distribution of ratings by Moody’s helps assure that
our credit opinions are freely and simultaneously available to all investors, regard-
less of whether they purchase products or services from Moody’s.

Our ratings have 3 intrinsic qualities that have made them useful for a variety
of purposes. First, as I have mentioned, our ratings are publicly and simultaneously
available to all market participants; second, our rating opinions are independently
formed; and third, and possibly most important, Moody’s rating performance:
• can be tested,
• is regularly tested, and
• has been consistently shown to have predictive content.

As a result, ratings have been employed by a diverse collection of investors,
issuers, financial institutions, and regulatory bodies, which have a variety of objec-
tives in their use of ratings. For example:
• Investors use ratings when making investment decisions to help assess a bond’s

relative creditworthiness;
• Debt issuers use ratings to broaden the marketability of their securities and

thereby to improve their access to the capital markets;
• Portfolio managers employ ratings for performance benchmarking and portfolio

composition rules (commitments to specific portfolio investment strategies); and
• Regulators of banks, securities firms, and insurers use ratings to determine in-

vestment suitability, measure capital adequacy, and promote market stability.
MOODY’S MANAGEMENT OF THE RATING SYSTEM

The market utility of a credit rating system is highest when ratings effectively
distinguish riskier credits from those that are less risky, when they do so on a com-
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1 Junior support analysts typically do not vote. They are however encouraged to fully partici-
pate in the discussion as the process is an effective means of training.

parable basis across a wide range of issuers, and when the ratings are widely dis-
seminated. Stability of ratings is also valued in the market, and Moody’s manages
its ratings so that they are changed only in response to changes in relative credit
risk that we believe will endure, rather than in response to transitory events or
shifts in market sentiment.

Having said that, our ratings should not be any more stable than our perception
of fundamental creditworthiness warrants. Moreover, in an effort to provide greater
transparency around possible future changes in ratings, we have developed a series
of additional public signals, called ‘‘watchlists’’ and ‘‘outlooks,’’ through which we
communicate our opinion on possible trends in future creditworthiness and the like-
ly direction of ratings that are under review. A rating outlook, expressed as positive,
stable, negative, or developing, provides an opinion as to the likely direction of any
medium-term rating actions, typically based on a 12–18 month horizon. Most invest-
ment grade companies have a rating outlook assigned to them.

If changing circumstances contradict the assumptions or data supporting a cur-
rent rating, we may place the rating on our watchlist. The watchlist highlights
issuers (or debt obligations) whose rating is formally on review for possible change.
At the conclusion of a review, typically within 90 days of placement on the
watchlist, we will assess whether the issuer’s credit risk is still consistent with the
assigned rating. Although the watchlist is not a guarantee or commitment to change
ratings over a certain time horizon, or even to change them at all, historically about
66 percent of all ratings have been changed in the same direction (and rarely in the
opposite direction) as indicated by their watchlist status.

Through our overall management of the rating system, we believe we have
achieved the balance demanded by the marketplace for a relatively stable product
that also is capable of providing timely public information about possible future
movements in creditworthiness.
Moody’s Rating Process

Let me now describe how we go about rating debt securities issued by corpora-
tions. Our ratings and research are produced by our credit professionals generally
located in the region of the issuing entity. Our rating process begins when an issuer
or its representative requests a rating. A managing director responsible for the
issuer’s industry sector will assign the analysis of the corporation to a lead analyst
and back-up analyst. The lead analyst is responsible for compiling relevant informa-
tion on the issuer. Moody’s analysts rely heavily on publicly available information,
including regulatory filings and audited financial statements. The remainder of the
information comes from macroeconomic analysis, industry-specific knowledge, and
the issuer’s responses to any requests for additional information from the credit an-
alyst. Although issuers may choose to volunteer nonpublic information to inform our
deliberations, they are not required to do so as part of the rating process. In in-
stances where, in Moody’s’ view, there is insufficient information to form a rating
opinion, we will either not rate the entity or withdraw an already published rating.

Once information has been gathered, the lead analyst will analyze the company,
which incorporates an evaluation of, among other things: Franchise value, financial
statement analysis, liquidity analysis, management quality, and the regulatory envi-
ronment of the industry in which the company operates. Depending on the com-
plexity of the transaction, the analyst may include the expertise of some of our
specialist teams, which I will discuss in more detail later. Based on this assessment,
the lead analyst will draft a rating memorandum. That memorandum is then dis-
tributed and discussed in a rating committee, which ultimately is responsible for
taking a rating decision on a majority-vote basis.

The rating committee is typically comprised of the rating committee chair; the
lead analyst, who has researched the company; the back-up analyst; junior support
analysts; and possibly additional analysts or managing directors who have expertise
relevant to the rating decision. During the committee meeting, the lead analyst pre-
sents his or her views and discusses the underlying reasoning and assumptions. The
committee then challenges and debates the various points, and after vetting the var-
ious issues, it votes.1

When the committee concludes, the issuer is contacted and informed of Moody’s
rating decision. If the issuer has new information which is important and relevant,
the issuer may appeal the rating. Otherwise, Moody’s provides the issuer with a
copy of the draft press release announcing the rating decision. The draft press re-
lease will include the rating action and our reasoning. The issuer then has an oppor-

VerDate 11-MAY-2000 17:55 Jul 12, 2006 Jkt 025856 PO 00000 Frm 00081 Fmt 6621 Sfmt 6621 28059.TXT SBANK4 PsN: SBANK4



78

2 If an issuer has no rated debt outstanding in the market, it may request that the timing
of the press release coincide with its contemplated debt issuance.

tunity to review the draft press release prior to its dissemination,2 for the purpose
of verifying that it does not contain any inaccurate or nonpublic information. Once
final, the rating is released to the news-wires and made available on our website.
The entire rating process generally takes from 4 to 6 weeks, and sometimes longer
if the credit is particularly complex.

Once a rating has been published, Moody’s monitors the credit quality of that out-
standing debt issuance and will alter the rating—through the same rating com-
mittee process—should our perception of the issuance’s creditworthiness change.

Issuer Pays Model
Most of Moody’s revenues are generated from issuer fees. Issuers request and pay

for ratings from us because of the broad marketability of bonds that ratings facili-
tate. Ratings facilitate this marketability in part because many U.S. institutional
investors have prudential investment guidelines that rely in part upon ratings as
a measure of desired portfolio quality. While both issuers and investors rely on our
ratings, issuers are more motivated to pay for ratings than investors because of two
attributes of ratings:

First, there is a substantial difference between issuers and investors in their need
for a rating on any single debt instrument. While ratings promote broad market-
ability of bonds, investors can select from a wide range of investment alternatives
and are, therefore, more interested in the general existence and application of rat-
ings than in any individual rating. If, for example, a rating is not assigned to a par-
ticular bond, in most cases an investor’s motivation to request and pay for a rating
on that bond is low. There are many other rated bonds or investment opportunities
that the investor can choose among.

This relative indifference to individual ratings means that investors would only
be motivated to pay fees for ratings that are delivered on an aggregate, comparative
basis. Such a service, which would have to operate as a subscription service to gen-
erate fees, is impractical because of the second principle: The expectation that rat-
ings of public debt will be made simultaneously available to all investors through
public dissemination.

Because ratings are publicly disseminated, investors do not need to purchase rat-
ings, as they are freely available. Public availability, when combined with the
relative indifference of investors versus issuers toward any single rating, allows in-
vestors to benefit from ratings as a ‘‘free good’’ by consuming them without a com-
pelling need to support the cost base that produces them. An issuer does not have
the same tolerance as an investor for a missing rating on its bond. It does not have
the same range of choices in accessing capital that an investor has in deploying cap-
ital. In order for an issuer to facilitate broad marketability of its bond, it will likely
choose to have a rating on that specific bond.

Conflicts of Interest
The issuer-pays business model has conflicts of interest, as does the investor-sub-

scription business model, and so we have taken important steps to effectively man-
age and disclose those risks. Issuer fees were introduced over three decades ago.
Since that time, we believe we have successfully managed the conflicts of interest
and have provided the market with objective, independent, and unbiased credit
opinions. To foster and demonstrate objectivity, Moody’s has adopted and disclosed
publicly certain Fundamental Principles of Moody’s ratings management. Among
them are:
• Policies and procedures which require that analysts participating in a committee

be fully independent from the company they rate—for example, analysts are pro-
hibited from owning securities in institutions which they rate (except through
holdings in diversified mutual funds);

• Analyst compensation is unconnected with either the ratings of the issuers the an-
alyst covers or fees received from those issuers;

• Rating decisions are taken by a rating committee and not by an individual rating
analyst;

• Rating actions reflect judicious consideration of all circumstances believed to in-
fluence an issuer’s creditworthiness;

• Moody’s will not refrain from taking a rating action regardless of the potential
effect of the action on Moody’s or an issuer; and
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3 Moody’s parent company, Moody’s Corporation, invests excess cash in highly rated short-
term debt securities. All investment decisions are made at the parent company level.

4 Daniel M. Covits, Paul Harrison, ‘‘Testing Conflicts of Interest at Bond Ratings Agencies
with Market Anticipation: Evidence that Reputation Incentives Dominate,’’ Federal Reserve
Board, December 2003.

5 See generally, Rober W. Holthausen and Richard W. Leftwich, ‘‘The Effect of Bond Rating
Changes on Common Stock Prices,’’ Journal of Financial Economics 17 (1986) 57–89; Edward
I. Altman, Herbert A. Rijken, ‘‘How Rating Agencies Achieve Rating Stability’’, Journal of Bank-
ing & Finance 28 (2004) 2679–2714; William Perraudin, Alex P. Taylor, ‘‘On the Consistency
of Ratings and Bond Market Yields,’’ Journal of Banking & Finance 28 (2004) 2769–2788; Gun-
ter Loffler, ‘‘Ratings Versus Market-Based Measures of Default Risk in Portfolio Governance,’’
Journal of Banking & Finance, February 28 (2004), 2715–2746; Credit Ratings and Complemen-
tary Sources of Credit Quality Information, by a working group led by Arturo Estrella, Basel
Committee on Banking Supervision Working Papers, No. 3, August 2000; Default & Loss Rates
of Structured Finance Securities: 1003–2003, Moody’s Special comment, September 2004; De-
fault and Recovery Rates of Corporate Bond Issuers, 1920–2004, Moody’s Special Comment, Jan-
uary 2005; The Performance of Moody’s Corporate Bond Ratings: December 2004 Quarterly Up-
date, Moody’s Special Comment, January 2005; Measuring the Performance of Corporate Bond
Ratings, Moody’s Special Comment, April 2003.

• Moody’s does not create investment products, or buy, sell, or recommend securities
to users of our ratings and research.3

The integrity and objectivity of our rating process is of utmost importance to us.
Our continued reputation for objective ratings, as a recent Federal Reserve 4 study
indicated, is essential to our role in the marketplace.
Track Record of Predictive Content

Perhaps the most important litmus test, however, for whether conflicts of interest
are being properly managed is the performance of our ratings. As I said earlier, rat-
ings performance can be and is regularly tested according to measures that are
subject to third party verification. This testing has repeatedly demonstrated the pre-
dictive content of our ratings over time. Moody’s and independent academics have
published studies on the relationship between our ratings and credit risk.5 Our an-
nual ‘‘default study’’ consistently shows that higher-rated bonds default at a lower
rate than lower-rated bonds, and that the proportion of defaults varies with the
credit cycle. Moreover, since 2003, Moody’s has been publishing a quarterly ‘‘report
card’’ of our rating quality performance utilizing a range of accuracy and stability
metrics.
Enhancements to the Rating Process

The ultimate value of a rating agency’s contribution to market fairness and effi-
ciency depends on its ability to offer predictive opinions about the relative credit
risk of rated entities. However, I caution that our ratings should not be construed
as investment advice, as performance guarantees, or as a means of auditing for
fraud. Further, the quality of the opinions we provide to the market is in large part
a function of the quality of information to which we have access when formulating
our opinions. As a result, the role rating agencies play in any market is either aug-
mented or hindered by the quality and completeness of the financial information
published by debt issuers.

As high profile corporate frauds in recent years have demonstrated, if issuers
abandon the principles of transparency, truthfulness, and completeness in disclo-
sure, neither rating agencies nor any other market participants—including regu-
latory authorities—can properly fulfill their roles. As one of the largest consumers
of issuers’ financial disclosure, Moody’s has supported the efforts of this Committee
and the Congress to require truthful financial disclosure.

Nevertheless, while our processes are not intended to systematically detect fraud
nor reaudit financial statements, we recognize that in order to fulfill our role in the
market, our methodologies must evolve with the market and our analysts must stay
abreast of market developments. For almost 100 years, we have been committed to
providing the highest quality credit assessments available in the global markets,
which means that we must continue to learn both from our successes and our mis-
takes. In this spirit, we have undertaken substantial internal initiatives to enhance
the quality of our analysis and the reliability of our credit ratings. These initiatives
include:
• Analytical specialist teams: We have added over 40 professionals specializing in

accounting and financial disclosure, off-balance sheet risk, corporate governance,
and risk management assessment. These professionals work alongside our analyt-
ical teams and do not have direct rating responsibilities. As such, they are able
to devote full attention to their areas of concentration and bring their expertise
to credits that are more complex and which need greater scrutiny.
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6 Natural barriers to entry in the traditional credit rating agency industry where ratings are
publicly and freely provided are:

• The Costly Nature of Executive Time—Debt issuers have a limited use for more than a few
ratings because fundamental credit analysis, and therefore each agency relationship, requires
the issuer’s time and executive resource commitments. This includes preparing and presenting
information, and maintaining that flow of information and communication on a periodic basis.

• Network Externalities—Investors desire consistency and comparability in credit opinions.
The more widely an agency’s ratings are used/accepted by market participants the greater the
utility of its ratings to investors, and therefore to issuers.

• Broad Coverage—Investors place greater value on an agency’s ratings the broader its rating
coverage and the more widely its ratings are used.

• Track Record—Investors have more confidence in ratings that are assigned by agencies with
publicly established track records of predictive ratings over a period of time. Due to the rel-
atively small number of defaults in the public capital markets, it is difficult to establish quickly
a performance track record.

• Analyst professional development program: Moody’s company analysts must annu-
ally complete 40 hours of course work that covers a range of substantive dis-
ciplines, including accounting, securitization and risk transfer, liquidity analysis,
and ethics.

• Greater use of market information: Moody’s has developed market-based moni-
toring tools to help analysts maintain close scrutiny over their portfolios.

• Global realignment: Moody’s has restructured organizationally along lines of busi-
ness, rather than regions, to allow analysts covering the same industry to share
information and expertise more easily across borders.

• Reinforced centralized credit policy function: The credit policy function at Moody’s
has been augmented to help ensure that credit policies and procedures are effi-
ciently communicated throughout Moody’s and the market, and are uniformly im-
plemented.

• Chief credit officers: We have appointed chief credit officers, charged with helping
to ensure rating quality, in our United States and European corporate finance
groups and in structured finance.

• Performance metrics: As part of our commitment to predictive ratings, we publish
a quarterly report card on the accuracy and stability of our corporate bond rat-
ings. We publish numerous studies and measurement statistics, which have
shown that overall our ratings, as forward looking opinions, effectively distinguish
bonds with higher credit risk from bonds with lower credit risk.

Level of Competition in the Industry
There are numerous types of credit assessment providers, which compete vigor-

ously for the trust of the market. They include, for example, traditional credit
ratings, subscription-based rating providers, statistically derived ratings that rely
solely on market-based or other financial data, bond research provided by brokerage
firms, credit research performed by banks and other financial firms, and trade cred-
it reporting agencies.

The combination of the public nature of credit ratings and natural barriers to
entry 6 may imply that only a limited number of traditional rating agencies will be
able to operate and thrive under an issuer-pays model. It is possible that only a lim-
ited number of agencies (though potentially a shifting group) will attain an issuer’s
business, regardless of the aggregate number of competitors. Therefore, while there
are numerous types of credit assessment providers, the number of large traditional
rating agencies has always been few.
OVERSIGHT OF CREDIT RATING AGENCIES—DEVELOPMENTS IN THE INTERNATIONAL
COMMUNITY

As the Committee is aware, over the past 3 years much regulatory and legislative
attention has been focused on the global financial services industry. Credit rating
agencies have been included in this examination process.

A global cooperative effort over the past 2 years led by the International Organi-
zation of Securities Commissions (IOSCO)—a committee comprised of approximately
100 of the world’s securities regulatory authorities, importantly including the U.S.
Securities and Exchange Commission (SEC)—produced and published a code of con-
duct (the Code) for the credit rating agency industry. The Code addresses:
• The quality and integrity of the rating process;
• Credit rating agency independence and the avoidance of conflicts of interest; and,
• Credit rating agency responsibilities to the investing public and issuers.

Under each broad section, the Code enumerates specific provisions. While spear-
headed by the SEC, the Code was drafted jointly by global regulators, who consulted
with issuers, investors, intermediaries, and rating agencies in their respective juris-
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7 Moody’s Response to the U.S. SEC Concept Release, July 28, 2003.

dictions. The Code is to be implemented through a ‘‘comply or explain’’ mechanism.
Specifically, rating agencies are to voluntarily adopt the Code, and then publish
their compliance with it or explain why they are unable to satisfy specific provi-
sions. Moody’s has announced that we intend to adopt the IOSCO Code and periodi-
cally disclose our compliance with it. Our disclosure would naturally address our
ratings activity in the United States, as well as all other jurisdictions in which we
operate.

In Moody’s view, the Code provides a comprehensive framework for rating agency
disclosure that will better equip the market to assess rating agency reliability.
Moody’s is committed to supporting the IOSCO process and to implementing the
Code. We believe that it fosters greater market transparency and delivers account-
ability, while simultaneously encouraging a competitive marketplace and informa-
tion flow. Such an outcome should serve market integrity and investor confidence
without unduly increasing the financial or administrative cost of business for rating
agencies or users of ratings.
Regulatory Landscape in the United States

The Nationally Recognized Statistical Rating Organization (NRSRO) designation
in the United States—which allows regulated entities to use ratings provided by
credit rating agencies that have been so designated—is administered and overseen
by the SEC. To the extent that the NRSRO designation is seen to limit competition,
Moody’s is on record as not opposing its discontinuance.7 We do not believe that our
business depends upon the continuance of the NRSRO system.

By way of background, the use of ratings in U.S. regulation and legislation has
been an evolutionary process. In the 1930’s, bank regulators began using credit rat-
ings in bank investment guidelines. State laws and regulations soon adopted similar
standards for State banks, pension funds, and insurance companies, and additional
Federal regulation followed. In 1975, the SEC introduced credit ratings into its net
capital rule for broker-dealers.

Informally called the ‘‘haircut’’ rule, the net capital rule requires broker-dealers
to take a larger discount on speculative-grade corporate bonds—a ‘‘haircut’’—when
calculating their assets for the purposes of the net capital requirements than for in-
vestment-grade bonds. This rule specified the ratings must come from NRSRO’s.
While the term was not defined, rating agencies which had established a presence
at the time were so designated; among them was Moody’s. Over time, the use of
NRSRO ratings has spread into various legislative and regulatory frameworks, in-
cluding those for the banking, insurance, educational, and housing industries.

It is our view that the use of ratings in regulation and the subsequent necessity
of recognizing or regulating rating agencies should neither alter the rating product
nor increase barriers to competition. Moody’s supports allowing natural economic
forces to guide competition in the rating agency industry. We believe that a healthy
industry structure is one in which the role of natural economic forces is conspicuous,
and where competition is based on performance quality to promote the objectives of
market efficiency and investor protection.

In responding to regulatory authorities globally, Moody’s has consistently sup-
ported eliminating barriers to entry caused by, for example, vague or difficult to
achieve recognition standards. More generally, we have supported competition in
the rating agency industry. Increased competition may augment the number and di-
versity of opinions available to the financial markets; and encourage rating agencies
to improve their methodological approach and better respond to market demands.

On behalf of my colleagues at Moody’s, I greatly appreciate the Committee’s invi-
tation to participate in this important hearing. The obligation to assure that the
U.S. financial market remains among the fairest and most transparent in the world
is one that all market participants should share. I look forward to answering any
questions the Committee has in pursuit of this important goal.
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RESPONSE TO A WRITTEN QUESTION OF SENATOR SHELBY
FROM SEAN J. EGAN

Q.1. Financial Executives International submitted a comment let-
ter on the SEC’s Concept Release about credit rating agencies in
which it recommended: Every 3 to 5 years, the NRSRO should be
subject to an intensive audit to determine whether it remains
qualified for such recognition, and to ensure that it is abiding by
its certifications and documented procedures. The Commission
should have the authority to penalize an NRSRO for ‘‘failing’’ an
audit and those penalties should range from fines to ‘‘disbarment.’’

What is your view on the benefits and costs of the recommenda-
tion?
A.1. We are in favor of such a review and have been and continue
to be supportive of the efforts of the Association for Financial Pro-
fessionals and its international affiliates as reflected in their Code
of Standard Practices for Participants in the Credit Rating Process.
Such a review should assist in evaluating potential conflicts in in-
terest, abusive practices, and protection of nonpublic information.

RESPONSE TO A WRITTEN QUESTION FROM SENATOR SHELBY
FROM MICAH S. GREEN

Q.1. Financial Executives International submitted a comment let-
ter on the SEC’s Concept Release about credit rating agencies in
which it recommended: Every 3 to 5 years, the NRSRO should be
subject to an intensive audit to determine whether it remains
qualified for such recognition, and to ensure that it is abiding by
its certifications and documented procedures. The Commission
should have the authority to penalize an NRSRO for ‘‘failing’’ and
audit, and those penalties should range from fines to ‘‘disbarment.’’

What is your view on the benefits and costs of the recommenda-
tion?
A.1. We are in substantial agreement with this recommendation.
As noted in our comment letter, dated July 28, 2003, on the SEC’s
Concept Release on credit rating agencies, we believe an NRSRO
should make an annual certification that it continues to meet the
standards that have been set for recognition as an NRSRO.

We also support the December 2004 IOSCO ‘‘Code of Conduct
Fundamentals for Credit Rating Agencies,’’ which requires each
NRSRO to publish and comply with a Code of Conduct covering
such areas as the quality and integrity of the rating process, the
independence of each NRSRO and the avoidance of conflicts of in-
terest, the transparency and timeliness of ratings disclosure, and
the treatment of confidential issuer information. We believe an
NRSRO’s annual certification should include a certification that it
complied during the previous year in all material respects with its
Code of Conduct (or an explanation of the reasons for any variation
from such Code).

Our July 28, 2003, comment letter also states that we do not be-
lieve that NRSRO’s need to be subject to significant additional on-
going examination or oversight, as it is unclear what the purpose
of such examinations would be. In the event periodic examinations
of each NRSRO are undertaken, we do not believe such examina-
tions should involve reviewing individual rating determinations,
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but instead should involve a review of (1) the process by which rat-
ing methodologies are developed, (2) adherence to, or amendment
of, rating methodologies, (3) the results of the NRSRO’s back-test-
ing of the accuracy of ratings, (4) the NRSRO’s training program,
and (5) the NRSRO’s procedures for ensuring compliance with its
Code of Conduct, including its procedures for identifying and man-
aging conflicts of interest. We believe it is important for ratings to
be objectively determined, but equally important to ensure that the
SEC does not mandate any particular rating methodology.

The principal question about the costs and benefits of this system
is whether the costs to the SEC of conducting periodic examina-
tions of NRSRO are warranted by the scope of the problem, or
whether the same benefits (in terms of compliance with the
NRSRO designation criteria and the NRSRO’s Code of Conduct)
could be obtained by relying on a certification by the NRSRO’s
Chief Executive and Chief Compliance Officer, with review by its
Board of Directors. We do not believe it would be necessary or cost-
justified for the SEC to engage in an intensive audit of all aspects
of the NRSRO’s business.

RESPONSE TO A WRITTEN QUESTION OF SENATOR SHELBY
FROM YASUHIRO HARADA

Q.1. Financial Executives International submitted a comment let-
ter on the SEC’s Concept Release about credit rating agencies in
which it recommended: Every 3 to 5 years, the NRSRO should be
subject to an intensive audit to determine whether it remains
qualified for such recognition, and to ensure that it is abiding by
its certifications and documented procedures. The Commission
should have the authority to penalize an NRSRO for ‘‘failing’’ an
audit and those penalties should range from fines to ‘‘disbarment.’’

What is your view on the benefit and costs of the recommenda-
tion?
A.1. As a preliminary matter, R&I believes in order to maintain
credibility and public trust in NRSRO’s, a certain degree of over-
sight and review of NRSRO’s is necessary. However, it would have
negative consequences on the activities of rating agencies if the
Commission were to adopt strict and detailed standards on the way
rating agencies should provide their services. Strict and inflexible
regulatory standards would discourage creative development of new
rating and risk analysis methods and technology. Setting rigid reg-
ulatory standards for purposes of oversight and inspection would be
detrimental to the healthy development of the capital market and
should be avoided. The question as to who should bear the burden
of the cost associated with strict and detailed oversight must be
carefully examined.

In this regard, an intensive audit to determine the qualifications
for a NRSRO and to ensure compliance with certifications and doc-
umented procedure is inappropriate and unnecessary. An onsight
examination of the soundness of a bank’s assets is different from
auditing the qualifications and compliance of rating agencies as the
latter would be difficult to conduct in a unified and unique manner.

Therefore, regularly checking the qualification criteria can be ac-
complished by requiring NRSRO’s to submit reports to the Com-
mission indicating past performance and continuing qualification.
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* Held in Committee files.

Such submissions should be disclosed to the public. If the Commis-
sion determines that a particular NRSRO fails to satisfy all of the
necessary criteria, then such rating agency should be required to
immediately rectify the situation. If, after one year’s probation pe-
riod, such an NRSRO still fails to satisfy all of the criteria, then
NRSRO recognition should be revoked.

RESPONSE TO A WRITTEN QUESTION OF SENATOR SHELBY
FROM JAMES A. KAITZ

Q.1. Financial Executives International submitted a comment let-
ter on the SEC’s Concept Release about credit rating agencies in
which it recommended: Every 3 to 5 years, the NRSRO should be
subject to an intensive audit to determine whether it remains
qualified for such recognition, and to ensure that it is abiding by
its certifications and documented procedures. The Commission
should have the authority to penalize an NRSRO for ‘‘failing’’ an
audit, and those penalties should range from fines to ‘‘disbarment.’’

What is your view on the benefits and costs of the recommenda-
tion?
A.1. Prudent SEC oversight, including the ability to take enforce-
ment action against recognized credit rating agencies, must be a
component of any reform effort. To that end, conducting a periodic
review of whether a recognized rating agency continues to meet the
established recognition criteria must be an integral part of SEC
oversight. As we stated in our comment letter on the SEC’s 2003
concept release, ‘‘[t]he SEC should revoke NRSRO status for those
rating agencies that fail continually to meet the same criteria used
to determine whether to grant an agency initial NRSRO status.’’
Additionally, we recommended that the SEC review each NRSRO
no less frequently than every 5 years.

In our comment letter, we also stated that the recognition cri-
teria should be based on whether an agency can consistently
produce credible and reliable ratings, not on methodology. Also, the
SEC should require that a credit rating agency seeking the NRSRO
designation document its internal controls designed to protect
against conflicts of interest and anticompetitive and abusive prac-
tices and to ensure against the inappropriate use of all nonpublic
information to which rating agencies are privy.

Conducting a periodic review of whether a NRSRO continues to
produce credible, reliable ratings and meet the recognition criteria
will help restore confidence in the credit rating agencies and the
ratings they provide. As with the recognition process, the SEC
must clearly define the revocation or nonrenewal process. With-
drawal of NRSRO status would have a material impact on a rating
agency and the value of all securities it rates. The markets are
best-served if it is clearly known why the SEC took such an action.

On behalf of AFP’s members, I thank you for your commitment
to our Nation’s capital markets. For your information, I am enclos-
ing a copy of AFP’s entire comment letter on the SEC’s Concept Re-
lease.* Please do not hesitate to contact me if I can be of further
assistance.
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STATEMENT OF KENT WIDEMAN
EXECUTIVE VICE PRESIDENT, DOMINION BOND RATING SERVICE

FEBRUARY 8, 2005

My name is Kent Wideman, Executive Vice President of Dominion Bond Rating
Service (DBRS). I am pleased to submit these views on behalf of DBRS in connec-
tion with this hearing on the role of credit rating agencies in the capital markets.
Because credit ratings have become such an integral part of the global financial
markets, it is imperative that there be a clear understanding of how rating agencies
operate, how they compete and how they should be regulated. As the only rating
agency in the past 13 years to receive an NRSRO designation, DBRS is also pleased
to share its unique perspective on the SEC’s process for making such designations.

Based in Toronto and with offices in New York and Chicago, DBRS was founded
in 1976 by Walter Schroeder, who remains the company’s President. DBRS is em-
ployee-owned, is not affiliated with any other organization, and limits its business
to providing credit ratings and related research. DBRS is a ‘‘generalist’’ rating agen-
cy, in that we analyze and rate a wide variety of institutions and corporate struc-
tures, including government bodies, and various structured transactions. At this
time, we rate over 900 entities worldwide and provide credit research on another
200 companies, with most of the latter based in the United States. DBRS has a total
of 113 employees, 73 of whom are analysts.

Since its inception, DBRS has been widely recognized as a provider of timely, in-
depth and impartial credit analysis. Our opinions are conveyed to the marketplace
using a familiar, easy-to-use letter grade rating scale. These ratings are supported
by an extensive research product, which includes detailed reports on individual com-
panies, as well comprehensive industry studies. This information is disseminated
through various means, including a proprietary subscription service which is used
by more than 4,500 institutional investors, financial institutions, and government
bodies.
Overview

In order to evaluate the role of credit rating agencies in the capital markets, it
is necessary to have a clear understanding of what a credit rating is and what it
is not. A credit rating is an opinion regarding the creditworthiness of a company,
security, or obligation. It is not an absolute predictor of whether a particular debtor
will default on a particular obligation. Among the many factors DBRS considers in
issuing a credit rating are: A company’s financial risk profile, with particular focus
on leverage and liquidity; the complexion of the industry in which the company op-
erates and its position in that sector; quality of management; core profitability and
cashflow; and other issues which may affect the creditworthiness of the issuer or
instrument in question.

As part of the process, we maintain an ongoing dialogue with the managements
of the companies we rate. Oftentimes, they provide us with information that may
not be publicly available, and we use this information strictly for the purposes of
arriving at an accurate rating decision. Prior to finalizing our decisions, we discuss
our preliminary views with the company, and we allow them to review any releases
prior to public dissemination to assure that our comments are accurate and that we
have thoroughly considered all relevant facts. Ratings are reviewed constantly and
changes are made whenever we are of the opinion that the relative creditworthiness
has changed, positively or negatively.

Credit ratings are a critical assessment tool for investors in fixed-income securi-
ties or other debt instruments, as well as for issuers seeking access to the capital
markets. In addition, over the past 30 years, the SEC and other State and Federal
regulators have used the credit ratings issued by market-recognized credible agen-
cies to distinguish among grades of creditworthiness of various instruments and to
help monitor the risk of investments held by regulated entities. As the debt markets
have grown more complex and more volatile, investors, issuers, and regulators have
grown increasingly reliant on the impartial and independent ratings and credit
analyses that the NRSRO’s supply.

The confidence the marketplace and the regulators have placed in these rating
agencies is well-deserved. Academic and industry studies uniformly show a strong
correlation between credit ratings and the likelihood of default over time. We re-
spectfully submit that a few headline-grabbing corporate failures should be seen for
what they are: Aberrations caused by spectacular issuer dishonesty and not signs
of structural defects in the ratings industry or the regulation thereof. Indeed, the
scrutiny to which credit rating agencies have been subjected over the past 3 years
has not uncovered any systemic flaws in the way NRSRO’s operate. There is no
need to dismantle a system that has served the capital markets so well for so long.
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1 Testimony of Frank A. Fernandez, Senior Vice President, Chief Economist and Director of
Research, The Securities Industry Association, SEC Hearings on the Current Role and Function
of Credit Rating Agencies in the Operation of the Securities Markets, Transcript of November
15, 2002 Session (SEC Hearings Transcript) at 110; Testimony of Glen Reynolds, CEO,
CreditSights, Inc., Id. at 143.

With this background in mind we address the specific questions the Committee
has raised: (1) the transparency of the ratings process, (2) conflicts of interest, (3)
NRSRO designation, and (4) appropriate regulatory oversight of rating agencies.
Transparency

DBRS considers transparency to be a key factor in the ratings process. In order
to ensure that those who use our ratings understand the bases for our opinions, we
back up each of our ratings with detailed reports. on individual companies and in-
dustries. These reports openly convey DBRS’ views on both current ratings and the
direction of ratings. We also hold regular seminars, investor meetings, and con-
ference calls, all of which allow for an open and informative dialogue with the in-
vestment community.

Although DBRS believes that it is possible to accurately assess an issuer’s credit-
worthiness using only publicly available information, it is our practice to identify
any reports produced without issuer involvement, in order to provide context to sub-
scribers and the public. Where we have ceased to rate or follow an issuer, we dis-
close the fact that our ratings are not current.

While DBRS is committed to disseminating its ratings and concise explanations
for its reasons and methodologies publicly, we also believe that credit rating agen-
cies should be entitled to provide more in-depth coverage and analysis to investors
on a subscription basis. In order to ensure that this practice does not harm the fi-
nancial markets, DBRS has adopted effective controls to prevent the selective disclo-
sure of ratings, rating actions, and other nonpublic information to its subscribers.
Conflicts of Interest

Like the other NRSRO’s, DBRS derives most of its revenue from fees charged to
issuers and also receives fees from investors who subscribe to its credit analyses and
reports. Questions have been raised as to whether this fee structure compromises
the objectivity of credit ratings; in particular, whether the receipt of fees from
issuers presents the potential for rating inflation.

In exploring this topic, it is important to note that the current industry fee struc-
ture is the result of the complexity of the debt markets and the desire to have credit
ratings broadly disseminated to the investing public. Performing high-quality credit
analysis is a costly process, and although the public wants access to credit ratings,
they do not necessarily want to pay for it.1 The only way rating agencies can afford
to provide initial valuations and ongoing credit monitoring to the public is to charge
the issuers whose securities they rate.

It is also important to recognize that eliminating fees from issuers would not nec-
essarily eliminate rating agency conflicts of interest. Potential conflicts can arise
from any number of relationships, including those with government bodies, regu-
lators, investors, prospects, and financial institutions. For example, accepting fees
only from investors might still compromise the objectivity of rating agencies since
investors have a strong interest in maintaining high ratings on the securities in
their portfolios. Moving to an exclusively subscriber-funded business model would
also diminish the fairness of the markets, since only those who pay for credit ratings
would have access to them. Eliminating public dissemination of ratings could cause
market confusion by exposing investors to rumors of rating actions and the like.

We also note that although the current industry fee structure has been in place
for decades, there is no evidence that it has had a deleterious effect on the quality
of credit ratings. There are a number of reasons why this is so. Perhaps most impor-
tant is the fact that rating agencies live and die by the quality of their ratings and
their reputation for objectivity. The fact that credit rating agencies derive substan-
tial fees from issuers is widely known. If an agency were seen to appease any issuer
by supplying an inflated rating, the marketplace would discount that agency’s opin-
ions across its ratings universe. Such a discount would be an economic catastrophe
for the rating agency. Moreover, a rating agency cannot avoid the reputational im-
pact of any conflict of interest by concealing the reasons for its ratings, since ratings
have to be transparent in order to be deemed valuable by market participants.

To safeguard their reputations and ensure the objectivity of their ratings, DBRS
and the other NRSRO’s have developed a range of internal controls to manage po-
tential conflicts of interest. DBRS is independently owned; engages in no business
other than producing credit ratings and related research; and no one issuer accounts
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2 The recipient of the 1992 designation subsequently merged with Fitch Ratings.

for a significant percentage of the company’s total revenues. Furthermore, all rating
decisions at DBRS are determined by a committee comprised of the firm’s most sen-
ior staff with input from analyst teams that produce initial rating recommendations
and the rationales therefor. This collaborative process effectively neutralizes any
positive or negative bias on the part of anyone individual and supports the goal of
ensuring that ratings are comparable across a wide range of different sectors. In
order to further eliminate an analyst’s or rating committee member’s individual in-
terest in a credit analysis or valuation, DBRS prohibits its employees from pur-
chasing any security issued by companies that it rates or otherwise follows. The
company likewise refrains from buying such securities for its own account. Finally,
DBRS does not compensate its analysts on the basis of any particular ratings or the
amount of revenue generated from issuers within the analysts’ respective areas.
Rather, analyst compensation depends on the experience, skill, and quality of the
analyst’s work, as well as on the company’s general revenues. DBRS believes that
these internal policies effectively address the potential conflicts posed by the current
credit rating agency fee structure.
NRSRO Designation

The SEC introduced the concept of ‘‘Nationally Recognized Statistical Rating Or-
ganization’’ or ‘‘NRSRO’’ in 1975, as a means of identifying ratings of market-recog-
nized credible agencies for purposes of applying the broker-dealer net capital rule.
From that modest beginning, the NRSRO concept has spread to other areas of Fed-
eral securities regulation, as well as Federal banking regulation, and various Fed-
eral and State laws. NRSRO ratings have become so firmly embedded in the U.S.
capital markets that eliminating the NRSRO designation at this point would be
enormously disruptive. That is not to say, however, that there is no room for im-
provement in the designation process.

DBRS was designated as an NRSRO in 2003, the first and only rating agency to
receive such a designation since 1992.2 In order to receive its NRSRO designation,
DBRS demonstrated that it is widely accepted in the United States as an issuer of
credible and reliable ratings by users of securities ratings. It also established that
it has adequate staffing, financial resources, and organizational structure to ensure
that it can issue credible and reliable ratings of the debt of issuers, including a suf-
ficient number of qualified staff members and the ability to operate independently
of economic pressures or control by the companies it rates. In addition, DBRS dem-
onstrated that it uses systematic rating procedures designed to ensure credible and
accurate ratings; and that it has and enforces internal procedures to prevent con-
flicts of interest and the misuse of nonpublic information.

Because DBRS believes that the marketplace is the best judge of what constitutes
a reliable credit rating, DBRS also believes that market acceptance is a critical test
for determining whether a rating agency should be designated as an NRSRO. DBRS
further believes that the SEC should continue to examine whether an agency seek-
ing NRSRO designation maintains policies and procedures reasonably designed to
avoid conflicts of interest and to prevent the misuse of material, nonpublic informa-
tion, and to evaluate whether a rating agency has adequate resources or other safe-
guards to maintain its independence from the issuers it rates. It would also be
appropriate, in DBRS’ view, for the Commission to evaluate an agency’s commit-
ment to transparency, by assessing the degree to which it makes its ratings publicly
available and discloses the reasons for its ratings.

Although we generally support the criteria the SEC uses to designate new
NRSRO’s, we believe that the current practice of designating such agencies through
a no-action letter process is unnecessarily cumbersome and insufficiently trans-
parent. In lieu of the current procedure, DBRS recommends that the SEC adopt a
formal application process that provides clearly articulated standards and allows for
notice and the opportunity for public comment. Applicants who are not granted an
NRSRO designation within a reasonable period of time should be notified of the rea-
sons for their rejection so that they may improve their operations in the specified
areas and increase their chances of submitting a successful application in the fu-
ture. DBRS believes that these measures will greatly increase the transparency of
the designation process and enhance investor confidence.
Appropriate Regulatory Oversight

Given the benefit to the financial markets of continuing to have designated
NRSRO’s, DBRS recognizes the need for some form of regulatory oversight on an
ongoing basis. It is critical, however, that such oversight not interfere with the proc-
ess by which a credit analysis is performed or a rating is issued. Whether credit
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3 IOSCO Technical Committee, Statement of Principles Regarding the Activities of Credit Rat-
ing Agencies (September 2003). This document can be downloaded from IOSCO’s On-Line Li-
brary at www.iosco.orq (IOSCOPD151).

4 IOSCO’s On-Line Library.

opinions are produced though traditional methods or statistical models, regulators
should neither dictate how a rating is done nor define how the quality of a rating
should be evaluated. Credible, reliable rating agencies may utilize different meth-
odologies, adopt varying outlooks and reach different conclusions regarding the cred-
itworthiness of an issuer or obligation. This richness of opinion contributes to the
safety and soundness of the markets and would be lost if every NRSRO were obliged
to follow the same script. Indeed, ratings diversity increases the ‘‘watchdog’’ function
credit rating agencies play, and their ability to function independently helps to dis-
perse their power. Furthermore, mandatory standardization of the ratings process
would ossify credit risk practice and theory, thereby impeding rating agencies’ abil-
ity to evolve with the natural evolution of the marketplace. Credit ratings are under
constant scrutiny by market participants; the regulators should allow the market
to determine whether or not an agency’s credit opinions have value.

DBRS supports the recent efforts of the International Organization of Securities
Commissions (IOSCO)—of which the SEC is a member—to articulate a set of high-
level objectives that rating agencies, regulators, issuers, and other market partici-
pants should strive toward in order to improve investor protection and the fairness,
efficiency and transparency of the securities markets, while reducing systemic risk.3
In furtherance of these objectives, in December of last year, the IOSCO Technical
Committee published a Code of Conduct Fundamentals for Credit Rating Agencies.4
These Code Fundamentals address many of the same issues addressed in the
NRSRO designation process. Most importantly, the Code Fundamentals are not
rigid or formalistic; rather they are designed to afford credit rating agencies the
flexibility to incorporate these measures into their internal codes of conduct accord-
ing to their own business models and market circumstances.

DBRS believes that a sensible regulatory approach might include a requirement
that NRSRO’s adopt codes of conduct along the lines of the IOSCO Code Fundamen-
tals. It might also be appropriate to institute some form of periodic self-assessment
and/or self-certification process under which NRSRO’s attest that they maintain
these internal codes and that they continue to meet the NRSRO designation criteria.
Such a regulatory regime would safeguard the integrity of the credit rating process
and promote investor protection without having a chilling effect on the development
of new credit analysis techniques and practices.
Conclusion

Overall, DBRS believes that the credit rating system as it exists today works well
and has helped foster the growth of the financial markets globally. Improving the
transparency of the NRSRO designation process and implementing an internal con-
duct code-based regulatory scheme would help ensure the continued success of this
system. We appreciate having the opportunity to share our views with this Com-
mittee.
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Credit Raters’ Power Leads to Abuses, Some Borrowers Say
BY ALEC KLEIN, WASHINGTON POST STAFF WRITER

NOVEMBER 24, 2004

Last of three articles
The letter was entirely polite and businesslike, but something about it chilled Wil-

helm Zeller, chairman of one of the world’s largest insurance companies.
Moody’s Investors Service wanted to inform Zeller’s firm—the giant German in-

surer Hannover Re—that it had decided to rate its financial health at no charge.
But the letter went on to suggest that Moody’s looked forward to the day Hannover
would be willing to pay.

In the margin of the letter, Zeller scribbled an urgent note to his finance chief:
‘‘Hier besteht Handlungsbedarf.’’

We need to act.
Hannover, which was already writing six-figure checks annually to two other rat-

ing companies, told Moody’s it did not see the value in paying for another rating.
Moody’s began evaluating Hannover anyway, giving it weaker marks over succes-

sive years and publishing the results while seeking Hannover’s business. Still, the
insurer refused to pay. Then last year, even as other credit raters continued to give
Hannover a clean bill of health, Moody’s cut Hannover’s debt to junk status. Share-
holders worldwide, alarmed by the downgrade, dumped the insurer’s stock, lowering
its market value by about $175 million within hours.

What happened to Hannover begins to explain why many corporations, munici-
palities and foreign governments have grown wary of the big three credit-rating
companies—Moody’s, Standard & Poor’s and Fitch Ratings—as they have expanded
into global powers without formal oversight.

The rating companies are free to set their own rules and practices, which some-
times leads to abuse, according to many people inside and outside the industry. At
times, credit raters have gone to great lengths to convince a corporation that it
needs their ratings—even rating it against its wishes, as in the Hannover case. In
other cases, the credit raters have strong-armed clients by threatening to withdraw
their ratings—a move that can raise a borrower’s interest payments.

And one of the firms, Moody’s, sometimes has used its leverage to ratchet up its
fees without negotiating with clients. That is what Compuware Corp., a Detroit-
based business software maker, said happened at the end of 1999.

Compuware, borrowing about $500 million, had followed custom by seeking two
ratings. Standard & Poor’s charged an initial $90,000, plus an annual $25,000 fee,
said Laura Fournier, Compuware’s chief financial officer. Moody’s billed $225,000
for an initial assessment, but did not tack on an annual fee.

Less than a year later, Moody’s notified Compuware of a new annual fee—$5,000,
which would triple if the company did not issue another security during the year
to create another Moody’s payment. Fournier said Moody’s did not do anything extra
to earn the fee. But the company paid it anyway—$5,000 in 2001; $15,000 a year
later.

‘‘They can pretty much charge the fees they want to,’’ she said. ‘‘You have no
choice but to pay it.’’

Moody’s declined to comment on Compuware, but the firm said it now charges an
annual flat fee of $20,000 for monitoring a corporate borrower to remove any confu-
sion.

Dessa Bokides, a former Wall Street banker who founded a ratings advisory group
at Deutsche Bank AG, said rating firms are continually finding new circumstances
to extract fees. Frequently, she said, they charge clients for many different securi-
ties, even if the ratings all amount to the same thing: an assessment of a company’s
finances.

‘‘They are rating every [bond issue] and charging for each [bond issue], but in re-
ality, they are only rating the corporate’’ health, Bokides said. ‘‘It is a great business
if you can get it.’’

For Moody’s, the numbers add up: It rates more than 150,000 securities from
about 23,000 borrowers, whose debt amounts to more than $30 trillion. Its revenue
more than doubled in 4 years, to $1.25 billion in 2003, while its profit jumped 134
percent in that time.

The company said a rating costs between $50,000 and $300,000 for corporate bor-
rowers. Moody’s declined to provide a fee schedule, but according to a list obtained
by The Washington Post, if it is the applicant’s first rating in the past 12 months,
there is an additional $33,000 fee. Then there is the monitoring fee ($20,000), a
‘‘rapid turnaround fee’’ ($20,000) and a cancellation fee (at least $33,000). For
$50,000 more, a client can get an initial confidential rating.
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S&P’s fees are similar, according to a price list obtained by The Post.
The former finance chief of a major telecommunications firm was stunned when

Moody’s and S&P sent their initial bills. Each was six figures, not counting the an-
nual maintenance fee. ‘‘I remember thinking their fees were outrageous,’’ said the
former executive, who spoke on the condition of anonymity for fear of angering the
rating firms. When he asked his banker about the fees, the banker said, ‘‘You have
to pay S&P and Moody’s.’’

So he paid.
‘‘Yeah, it is expensive for a few phone calls and a little analysis,’’ the former exec-

utive said. ‘‘But guess what? Especially when you are a public company, your op-
tions are limited. Really, you have only got S&P and Moody’s.’’

Many schools and cities take the same view. The credit companies rate their debt
as well, but charge much less, typically in the thousands or tens of thousands, de-
pending on the size of the bond offering. Still, every fee seems to count.

Louis J. Verdelli Jr., a financial adviser to school districts and other localities,
knows as much. A municipality dissatisfied with a credit rater can have a difficult
time getting rid of it, said Verdelli, a managing director of Public Financial Manage-
ment Inc. of Philadelphia.

If, for example, a municipality stops paying a rating fee, the credit company may
remove its ratings on previous bonds, which could raise questions in investors’
minds and make it harder for the municipality to sell new bonds.

One investment banker in the Southwest said he encountered such a situation.
Several years ago, he began representing a cash-strapped school district. Things had
gotten so bad, the district raised the price of school meals.

To save money, the banker suggested that the district drop one of its two credit
ratings. That would save less than $10,000, but would be better than cutting text-
books. Moody’s fee was lower, so the banker decided to drop S&P. That is, until he
heard from S&P. The credit rater gave him an option: Pay $5,000 for S&P’s service,
or it would pull all of its ratings.

The investment banker said he had no choice: He decided to pay for both ratings,
which the school district continues to do. ‘‘We are just paying off Standard & Poor’s,
and we are costing taxpayers an additional $5,000, because we are concerned that
the negative association of their pulling the rating would cost more than $5,000,’’
he said. He spoke on the condition of anonymity, declining to identify the school dis-
trict for fear of angering the credit raters.

Vickie A. Tillman, S&P’s executive vice president, said, ‘‘We reserve the right to
withdraw our opinion’’ when the firm does not have enough information to reach
a conclusion, and S&P would never ‘‘compromise its objectivity and reputation’’ by
withdrawing it for any other reason.

Some U.S. lawmakers have raised another area of concern: The credit raters have
a privilege but little responsibility under a government rule that gives them access
to confidential information from a company being rated.

The rating companies say they need such inside data. But when they miss finan-
cial meltdowns such as Enron Corp., WorldCom Inc. and the Italian dairy company
Parmalat Finanziaria SpA, the raters argue that despite having had insider access
in many cases, they cannot be blamed for investor losses because they cannot detect
fraud. ‘‘The job of insuring the accuracy of those source materials belongs to audi-
tors and regulators,’’ said Frances G. Laserson, a Moody’s spokeswoman.

Rating companies sometimes give yet another perspective about inside informa-
tion. When rating a company without its cooperation, the credit raters occasionally
say they do not need non-public information. They call such ratings ‘‘unsolicited;’’
others in the industry call it a hostile rating.

Moody’s estimates that less than 1 percent of its ratings are unsolicited. Tillman
said S&P rarely does unsolicited ratings, and generally only if a company borrows
more than $50 million, explaining that the credit rater considers it a public service
to rate major offerings. James Jockle, a Fitch spokesman, said that more than 95
percent of the companies it rates ‘‘agreed to pay our fees.’’

However, corporate officials, investment bankers and others familiar with the rat-
ing firms’ strategies say there is a reason unsolicited ratings do not appear common:
Companies approached that way by credit raters usually agree to pay a fee rather
than risk a weak rating made without their cooperation.

An S&P executive, who spoke on the condition of anonymity because the firm
hadn’t authorized her to comment, said that S&P maintains a sales force—what it
calls an ‘‘origination team’’—whose goal is to improve revenue by finding companies
to rate and charge a fee. ‘‘Some of it is cold calling,’’ she said.

Northern Trust Corp., the big Chicago-based bank, said in a recent letter to the
SEC that it ‘‘has been sent bills by rating agencies for ratings that were not re-
quested by Northern, and for which Northern had not previously agreed to pay.’’ In
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his letter, James I. Kaplan, then the bank’s associate general counsel, continued,
‘‘On occasion, we have paid such invoices in order to preserve goodwill with the rat-
ing agency, but we feel that this practice is prone to abuse.’’ Northern Trust de-
clined to elaborate.

In 1996, the Justice Department looked into similar unsolicited practices by
Moody’s. At about the same time, a Colorado school district sued Moody’s, claiming
it got an unsolicited negative rating—a hostile rating—because the district had re-
fused to buy the Moody’s service. The Colorado case was dismissed in 1997, after
a judge ruled the rating firm’s statements about the school district were opinions
protected by the First Amendment. Justice took no action, but did fine Moody’s
$195,000 in 2001 for obstructing justice by destroying documents during its inves-
tigation.

Fitch also has been criticized for unsolicited ratings. In the late 1990’s, after being
dropped as a paid credit rater of Simon Property Group Inc., the largest U.S. owner
of regional shopping malls, Fitch did an unsolicited rating of the company. Some
mall company officials were dismayed that Fitch did not announce that its rating
was done without Simon’s cooperation.

Fitch said any requirement that it disclose unsolicited ratings would ‘‘inappropri-
ately interfere in the editorial process of the rating agencies.’’

When asked by The Post about unsolicited ratings, S&P’s Tillman said her firm
is ‘‘in the process’’ of changing its policies so investors will be able to tell whether
they are looking at a rating done with a borrower’s cooperation. Moody’s said the
last time it issued an unsolicited rating without identifying it as such was in 2000.
And in October, the company began to publicly identify unsolicited ratings.

Greg Root, a former official of the Canadian rater Dominion Bond Rating Service
Ltd. who also worked at S&P and Fitch, said that making such disclosure is impor-
tant because, ‘‘when a rating agency does a rating, there is the impression there is
a formal due diligence and that they get non-public information. Investors assume
there is a strong ongoing dialogue.’’

Whether an unsolicited rating is a form of coercion to earn fees is another matter,
Root said: ‘‘It is always a fine line.’’

Moody’s danced along that line when it began its push into Europe in the late
1980’s, according to former company officials. It began writing letters to European
companies, saying it was planning to rate them. Moody’s invited the companies to
participate in the ratings process; however, if they did not, the credit rater said it
felt it had adequate public information to do a rating anyway.

‘‘That was the hook. That is where we were trying to get into the door and send
them the bill,’’ said W. Bruce Jones, now a managing director at Egan-Jones Ratings
Co., a small rival of Moody’s. ‘‘The implied threat was there.’’

Moody’s took a similar approach in mid-1998 when it approached Hannover, the
big German insurance company that provides insurance for other insurance compa-
nies, helping to spread the risk in the event of a major catastrophe.

Hannover had become one of the largest reinsurers in the world, with about half
of its business in the United States. Insurers must be able to demonstrate to out-
siders that they have the financial strength to make good on their policies. Han-
nover was already paying fees for that purpose to S&P and A.M. Best Co., a leader
in the insurance rating industry. They had both given Hannover high ratings.

‘‘So we told Moody’s, ‘Thank you very much for the offer, we really appreciate it.
However, we do not see any added value,’ ’’ said Herbert K. Haas, Hannover’s chief
financial officer at the time.

As Haas recalls it, a Moody’s official told him that if Hannover paid for a rating,
it ‘‘could have a positive impact’’ on the grade.

Haas, now chief financial officer at Hannover’s parent company, Talanx AG,
laughed at the recollection. ‘‘My first reaction was, ‘This is pure blackmail.’ ’’ Then
he concluded that, for Moody’s, it was just business. S&P was already making head-
way in Germany and throughout Europe in rating the insurance business. Moody’s
was lagging behind. And, Haas thought, Hannover represented a fast way for the
credit rater to play catch-up.

Within weeks, Moody’s issued an unsolicited rating on Hannover, giving it a fi-
nancial strength rating of ‘‘Aa2,’’ one notch below that given by S&P. Haas sighed
with relief. Nowhere in the press release did Moody’s mention that it did the rating
without Hannover’s cooperation. But, Haas thought, it could have been worse.

Then it got worse. In July 2000, Moody’s dropped Hannover’s ratings outlook from
‘‘stable’’ to ‘‘negative.’’ About 6 months later, Moody’s downgraded Hannover a notch
to ‘‘Aa3.’’ Meanwhile, Moody’s kept trying to sell Hannover its rating service. In the
fall of 2001, Zeller, Hannover’s chairman, said he bumped into a Moody’s official at
an industry conference in Monte Carlo and arranged a meeting for the next day at
the Cafe de Paris. There, the Moody’s official pressed his case, pointing out that the
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analyst who had been covering Hannover—a man whom the insurer disliked—had
left Moody’s. Zeller still declined Moody’s services.

Two months later, Moody’s cut the insurer’s rating by two more notches to ‘‘A2.’’
In December 2002, the rating firm put Hannover on review for another possible
downgrade. Somewhere along the way, Haas appealed to his boss to yield.

‘‘I said, ‘Ultimately, you cannot win against the rating agency. Let’s bite the bullet
and pay,’ ’’ Haas recalled. ‘‘But for Willie [Zeller], it was a matter of principle. He
said, ‘I am not going to pay these guys.’ ’’

In March 2003, Moody’s downgraded Hannover’s financial strength rating by two
notches and lowered its debt by three notches to junk status, sparking a 10 percent
drop in the insurer’s stock. S&P and A.M. Best, both of which were privy to the Ger-
man insurer’s confidential data, continued to give Hannover a high rating.

Industry analysts were confounded. ‘‘The scale of the Moody’s downgrade was a
surprise,’’ said Damien Regent, an analyst at UBS AG, in a research report at the
time. ‘‘There was no new information in the public domain to justify a three-notch
downgrade.’’

Larry Mayewski, A.M. Best’s executive vice president, said he thinks Moody’s has
been using unsolicited ratings to get companies like Hannover to buy its services.

Moody’s declined to comment for this article about Hannover, but in its reports
on the insurer, it said it was concerned that the German company had ‘‘high levels
of financial and operational leverage’’ and a ‘‘high level of reinsurance recoverables’’
due to it. Since then, Moody’s has softened its stance, raising Hannover’s outlook
from ‘‘negative’’ to ‘‘positive.’’ But it still rates Hannover’s debt as junk.

Zeller called the latest downgrade ‘‘ridiculous.’’ But when his company’s stock
dropped sharply, he began to wonder whether he had any recourse.

As in the United States, lawmakers in Germany and elsewhere in Europe have
taken a look at credit raters. But there has been no action. And Zeller is not opti-
mistic about the prospects of change.

‘‘They have built up such a franchise,’’ he said, ‘‘it is difficult, if not impossible,
to do anything against it.’’
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